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Children are not the only ones who 
engage in daydreaming. Many of us 
sometimes permit our imagination to 
consider what the results might be 
if we were allowed a free hand in 
‘making wholesale changes in organi- 
zations with which we are familiar. 
‘This may be true with respect to 
our Illinois Society. 

The organization of the Society, 
as in the case of any institution which 
has been operating for a number of 
years, is not the result of any one 
individual’s plan. Programs have 
been initiated and revisions have been 
made from time to time by a large 
number of capable men who have 
actively served in various capacities. 
It might be appropriate to ask, would 
‘many substantial changes be recom- 
mended if each member independently 
prepared a complete blueprint with- 
out consideration for the past? 

I am confident that pursuing this 
thought would generally confirm the 
belief that we do have a sound pro- 
‘gram and solid organization, and that 
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a good job is being done. Such recom- 
mendations as may be advanced as a 
result of any member’s informal ‘‘sur- 
vey’’ should, of course, be passed 
along to the officers because it is 
not intended to imply that our So- 
ciety is perfect. 

A tabulation of the conclusions 
reached would probably disclose the 
most common were (1) that more 
could be accomplished if additional 
funds were available, and (2) that 
the logical source of the needed funds 
is through increased dues revenue. 

The primary purposes for which 
the Society was formed include the 
promotion and maintenance of high 
standards of integrity and compe- 
tenee within the accounting profes- 
sion, safeguarding the interests of the 
general public and CPAs in the prac- 
tice of accountancy, and encourag- 
ing young people to enter the profes- 
sion. These purposes and the others 
specifically enumerated among the 
corporate objectives clearly justify 
the organization, and it is gratifying 
that so much is being accomplished 
in all areas. 

The accomplishments are attribut- 
able, in large part, to the fact that 
our 3,200 members represent the ma- 
jor portion of the CPAs in the State 
and our members unselfishly devote 
a substantial amount of time in serv- 
ice to the profession by working on 
the various committees. The mem- 
bers represented on the committees 
include almost 12% of the total mem- 
bership (a very high percentage, for 
which we are thankful and justifiably 
proud), and the value of the work 
done can not be reduced to dollars 
and cents. 
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Active committees invariably rec- 
ommend worthwhile programs, but 
the Board must carefully allocate 
the available resources. Professional 
accountants, of all people, are aware 
that no individual person or busi- 
ness, governmental or social organi- 
zation can continue for long to spend 
in excess of his or its income. The 
Illinois Society did use part of its 
accumulated working capital during 
the 1958-59 fiscal year and it is ex- 
pected there will be a further deple- 
tion of prior years’ savings at the 
end of the current year. Consequent- 
ly, an increase in dues revenue is 
essential, and it can be achieved only 
through a larger number of partici- 
pating members and an inerease in 
rates. 

Each member has an obligation to 
utilize every opportunity to encour- 
age other eligible CPAs to join the 
Society. The number of such pros- 
pects is substantial but nonetheless 
limited. The problem presented by 
rising costs cannot be solved in this 
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way alone even though our Member-: 
ship Committees continue to be active 
and effective. 

The Board of Directors of the So-} 
ciety considers every proposed ac- 
tivity in the light of the relationship} 
between the cost and the benefits 
which can be reasonably expected. 
It is regrettable that in some cases 
activities must be restricted merely) 
for lack of the necessary funds. 

When the daydreaming is conclud- 
ed and the mental picture of thet 
‘‘ideal’’ Illinois Society of Certified 
Public Accountants is completed, the; 
fairness of the dues schedule recently; 
recommended to the members by the} 
Board of Directors should be obvious¢ 
to all. The Directors are keenly aware 
of their responsibilities, and it i 
earnestly hoped that the members} 
will respond by their wholehearted 
support for the dues structure whicl 
refiects careful study and thoughtfu 
attention to the need for equitabl 
sharing of the expense of carrying or 
the program of the Society. 


ACCOUNTING — CHANGING 


PATTERNS: The Impact of 
Regulatory Agencies 


ANDREW BARR 


The impact of the requirements of 
regulatory agenciest upon the de- 
velopment of accounting and audit- 
‘ing, whether for good or evil, has been 
the subject of discussion by experi- 
enced practitioners, present and past 
members and employees of such 
: agencies, teachers and students. There 
‘is extensive literature on the subject, 
‘so much that it seems unnecessary 
to review it in any detail. However, 
‘one such discussion may be cited 
which covers the subject more broadly 
than seems necessary today. A past 
Chief Accountant of the SEC par- 
ticipated in ‘‘A Symposium on the 
Interrelationship of Law and Aec- 
ecounting’’ which is reported in 36 
Towa Law Review 270 (1951) and in 
expanded form may be found else- 
where under the title ‘‘The Influence 


1The Securities and Exchange Commission, as 
a matter of policy, disclaims responsibility for any 
private publication by any of its employees. The 
views expressed herein are those of the author and 
do not necessarily reflect the views of the Com- 
mission or of the author's colleagues on the staff 
of the Commission. 


of Administrative Agencies in Ac- 
counting.’ 

I shall confine my remarks to a 
discussion of some of the major 
changes in accounting practice neces- 
sary to good financial reporting in 
a dynamic and expanding economy 
during a period in which there has 
been a continual increase in public 
participation in financing such ex- 
pansion. 


THE SECURITIES AcTS 

The SEC is relatively a newcomer 
as a regulatory agency when com- 
pared with the Interstate Commerce 
Commission, but the laws which it 
administers created some consterna- 
tion in accounting circles when they 
were proposed in Congress. This was 
caused in part by the civil hability 
provisions of the Securities Act and 
in part by the prospect that the 
Securities Exchange Act would im- 

2 William W. Werntz, Chapter 4, Handbook of 


Modern Accounting Theory, edited by Morton 
Backer, New York; Prentice-Hall, 1955. 
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pose uniform accounting requirements 
on all industry similar to the uniform 
systems of accounts applicable to rail- 
roads. 

The only practicing public account- 
ant to testify during the legislative 
hearings on the Securities Act of 1933 
urged that the required financial state- 
ments be certified by independent 
pubhe accountants. Another leading 
accountant in a memorandum regard- 
ing this legislation said : 

“Tn so far as accounting information 
is concerned, it seems to me fundamentally 
important to recognize that the accounts 
of a modern business are not entirely 
statements of fact, but are, to a large 
extent, expressions of opinion based 
partly on accounting conventions, partly 
on assumptions, explicit or implicit, and 
partly on judgment. As an English 
judge said many years ago when busi- 
ness was far less: complex than it is today, 
‘The ascertainment of profit is in every 
case necessarily a matter of estimate and 
Goma) 2 


This quotation expresses a point of 
view necessary to an understanding 
of financial statements, yet it is diffi- 
cult to explain to laymen and to some 
accountants. This difficulty may be 
an indication that the profession may 
have over-stressed the importance of 
accounting principles and failed to 
emphasize independent objective judg- 
ments. The same accountant, in an 
address on December 6, 1933, before 
the Illinois Society of Certified Public 
Accountants here in Chicago,* ex- 
pressed the view that ‘‘there is reason 
to fear that responsible people will 
refuse to accept the unfair lability 
imposed on them by Congress under 
the Act, and will continue to refuse 
until juster provisions are enacted.”’ 
He also said that he would ‘‘be ex- 


3 George O. May, Twenty-five Years of Account- 
ing Responsibility, Vol. 2, p. 52, New York, Ameri- 
ean Institute Publishing Co., Inc., 1936. 

4 Tbid., pp. 70, 84. 
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tremely sorry if the effect of the Se- 
curities Act should be to place the 
distribution of securities and all the 
work attendant on such distribution 
in the least responsible hands.’’? By 
some time in 1934, after some ex- 
perience with the Commission and 
its staff,’ these fears seem to have | 
been dispelled, at least to a con- 
siderable extent. 

Mr. May was an important witness 
in the hearings on the Securities Ex- | 
change Act of 1934. In these heared | 
his objections to a uniform system of | 
accounting were developed after his 
opening remark that ‘*‘The fact of | 
the matter is that accounting, espe- | 
cially industrial accounting, is essen-! 
tially a matter of judgment, and you, 
cannot put judgment im strait: | 
jackets.’’® His testimony questions | 
critically the results to be obtained 
by such regulation as getting ‘‘a 
superficial uniformity which is not 
real.’’ Elsewhere, Mr. May expressed 
the hope and expectation that the} 
SEC would ‘‘not be led astray by 
the deceptive promise of uniform ae- 
counting,* * *,’? and would ‘‘no doubt} 
use all its great influence to bring} 
about by voluntary action as great 
a degree of uniformity in different 
industries as is obtainable, and will 
insist on consistency from year to 
year in the accounting of each ecor- 
poration subject to its regulation.’’? 
Whether these opinions were influ-} 
ential at the time or not in econvineing 
the Congress that more could be ae- 
complished by cooperative action than) 
by rigid control, the Securities Acts} 
as enacted were expressed in terms of! 
general authority over accounting and 
have been implemented by regulations 
specifying the form and content of/ 


Sibid., p. 14:3) 
® Tbid., p. 97. 
" Tbid., p. 116. 
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financial statements but not in terms 
of a uniform system of accounts. 
However, under the Securities Ex- 
change Act the Commission did adopt 
bookkeeping requirements for brokers 
‘and dealers in securities and does 
make inspections to insure compliance. 
‘The Puble Utility Holding Company 
Act of 1935 authorizes, and the Com- 
‘mission has adopted, uniform systems 
of accounts for holding companies and 
mutual service companies; and the 
Investment Company Act of 1940 in 
Section 31(c) gives the authority for 
“providing for a reasonable degree of 
‘uniformity in the accounting policies 
and principles to be followed by 
registered investment companies in 
maintaining their accounting records 
and in preparing financial state- 
/ments* * *.’’ Rules adopted and pres- 
rently in effect as to accounting 
‘records are expressed in general 
terms, and the financial statements are 
governed more specifically by perti- 
nent parts of the Commission’s ac- 
counting regulations. 


CERTIFICATION REQUIREMENTS 


~ The SEC, or rather its predecessor, 
the FTC, for a short time, appears to 
‘be the first Federal agency with au- 
thority to require certification of fi- 
nancial statements by independent 
accountants. We should remember, 
however, that the Federal Reserve 
Board in 1917 requested the American 
Institute of Accountants to prepare 
the bulletin ‘‘ Approved Methods for 
the Preparation of Balance Sheet 
Statements. ”’ 

As time goes on, we find an increas- 
ing number of governmental agencies 
requiring certified financial  state- 
ments. The Small Business Adminis- 
tration has recently announced that 
under its regulations the financial 
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statements of small business invest- 
ment companies must be audited and 
certified by certified public account- 
ants... The Rural Electrification Ad- 
ministration, which has utilized its 
own staff for audits required under 
the Act administered by it, recently 
announced that an increasing number 
of borrowers are being requested by 
the agency to provide for annual 
audits of their accounts by C.P.A.’s.® 
Financial reports submitted to the 
Secretary of Labor for pension funds 
‘‘must be ‘sworn’ to by the adminis- 
trator, or certified by an independent 
or licensed publie accountant.’’ 1° 

Bills introduced both in the House 
and in the Senate pertaining to the 
‘‘Labor Management Reporting and 
Disclosure Act of 1959’’ provided for 
certification of annual reports by 
unions; and, although the Act, as 
finally passed, omitted such an ex- 
plicit provision, it does give the Sec- 
retary of Labor broad authority to 
require annual financial reports and 
to establish safeguards to insure their 
aceuracy.1! The Housing and Home 
Finance Ageney requires independent 
audits in certain phases of its work.’ 
Both staff members of governmental 
agencies and representatives of the 
accounting profession have urged 
Congressional committees to adopt the 
requirement of certified financial 
statements for other agencies. 

As might be expected, the older 
governmental agencies such as_ the 
FPC, FCC, ICC and the state com- 


813 CFR 107.302-3. 

9 REA Bulletin No. 465-1, ‘‘Audits of Telephone 
Borrowers’ Accounting Records,” dated October 31, 
1958, Sec. 2. 

10 “Welfare and Pension Plans Disclosure Act,” 
See. 306(b), Public Law No. 836, 85th Congress. 

11 Labor Management Reporting and Disclosure 
Act of 1959 (September 14, 1959), Public Law 
86-257, 86th Congress, S. 1555. 

12 News Report, Journal of Accountancy, Noyvem- 
ber 1958, p. 16. 
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missions which exercise accounting 
regulatory powers over companies 


through a uniform system of accounts 
have usually not required independent 
audits. 


MANAGEMENT SERVICES 


It seems to me, however, that even 
in the area where accounting pro- 
cedures are regulated by agency, the 
independent audit would provide an 
objective check on management. In 
connection with independence and an 
objective report on management, I 
would like to inject a word on man- 
agement services. This is a very 
popular term today with the small 
practitioner as well as the national 
firm. I suggest that the independent 
accountant in furnishing such sery- 
ices to management keep two ques- 
tions in mind: first, am I remaining 
an adviser to management and not 
entermg the decision-making area? 
second, am I sure that the audit of 
the financial statements will not in- 
volve checking my own work? If both 
questions cannot be answered in the 
affirmative, the accountant’s inde- 
pendence as to furnishing an objective 
report on management is in question. 

Jt has been suggested that the ren- 
dering of management services sets up 
a conflict of interests which would 
render the accountant not independ- 
ent. Much of the present day emphasis 
on this subject seems to me to be no 
more than a renewal of interest pos- 
sibly engendered by the startling im- 
provements in equipment available to 
business for handling the accounting 
and statistical problems created by the 
growing complexities of business op- 
erations. Systems work, cost analysis, 
budgetary controls and other aspects 
of business management have long 
been the province of the public ae- 


| 
| 
countant. It could be possible for an| 
accountant to become so deeply in- 
volved in’ performing managerial 
services for a client that he would lose 
his objective approach to his audit 
engagement. In such a case he should} 
coneentrate on one activity or the 
other and not attempt to do both. 
In my conservations with account- 
ants and officers of their chents I} 
have been impressed with the number: 
of situations in which the records have} 
been inadequate, nonexistent for some} 
periods, not up to date, and, particu- 
larly with respect to inventories, 
provide no book control over the 
assets of the companies. In_ these} 
situations improvement in accountin 
control is important to investors as 
well as to management. The need for 
managerial services in these situations 
is obvious. The adoption of pro 
cedures which would result in better 
and more timely reporting to manage- 
ment might well be considered a pre 
requisite to an invitation to the public 
to entrust its funds to the venture. 
The need for such services is no 
limited to unregulated companies. 
Timely reports for management pur-+ 
poses are Just as necessary in regu- 
lated companies and may be obtained 
while at the same time the needs o 
the regulatory agency are met. 
Consideration of the public interes 
is the basis for our bookkeeping rule: 
for securities brokers and dealers anc 
also is behind our recent amendmen 
of these rules to require that a tria 
balance be taken at least once 
month. Procrastination by broker 
dealers is dangerous as the Commis} 
sion may suspend or revoke a broker4 
dealer’s registration because of his 
failure to maintain proper records 0 
a current basis or for failure to meet} 
his capital requirements under th 


rules. A recent incident demonstrates 
the necessity for public accountants 
to be familiar with these rules. A 
broker who was found by our in- 
pectors to be in violation of our net 
capital rule defended himself by al- 
leging that his independent account- 
ants had assured him that he was in 
compliance. The accountant had not 
made the determination in accord- 
ance with the rule. In this type of 
situation the accountant’s work should 
‘be a protection to the broker as well 
as to the customer. 

It may be noted here that the audit 
of a broker-dealer is most effective if 
made on a surprise basis. Our report- 
ing rules recognize this need by not 
requiring a fixed reporting date or 
audits as of the close of the fiscal 
year. These reports often disclose 
matters which are followed up by our 
inspectors. Similar flexibility is pro- 
vided under the Investment Company 
Act for certificates on security counts 
which, in the absence of a satisfactory 
custodian arrangement, must be made 
three times during the year, two of 
which are on a surprise basis with 
results reported directly to the Com- 
mission. I understand that other 
federal agencies require the independ- 
ent accountant to render reports 
which can be used by the agencies in 
the enforcement of their regulations. 
More of this type of reporting is being 
considered. 

Most of the work of independent 
accountants under the Securities Acts 
involves the rendering of an opinion 
on the financial statements after com- 
pletion of an audit made in accord- 
ance with generally accepted audit- 
ing standards. In the staff review of 
these statements questions may be 
raised as to the propriety of the ac- 
counting followed or as to the ade- 
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quacy of the audit. The answers to 
these questions must be those of an 
independent accountant rather than 
as an advocate for the client. Any 
other course invites trouble for both 
chent and accountant. 


UNIFORMITY VERSUS COMPARABILITY 


The demand for uniformity in fi- 
nancial reporting in unregulated as 
well as regulated businesses: is not 
new. Many remember the burst of 
activity in trade associations in the 
1920’s in developing uniform systems 
of accounts for industries for the pur- 
pose of gathering statistics for the 
members of the association. Some 
well-known schools of business par- 
ticipated in this activity and today 
some accounting firms who have a 
large number of clients in one line of 
business publish composite as well as 
individual operating results with 
identifications removed. The users of 
these figures must be familiar with 
the many variations in operating en- 
vironment and management policies 
which could affect the results reported 
upon a uniform account classification. 
Except as indicated earlier the SEC 
has not gone this route but has en- 
deavored to promote the clarification 
and general acceptance of accounting 
principles by decisions in individual 
cases and in cooperation with the ac- 
counting profession and other inter- 
ested groups. 

This seems to be an appropriate 
time and place for me to acknowledge 
the value to the Commission of the 
work of the Accounting Procedure 
Committee of the American Institute 
of Certified Public Accountants which 
gave way to the new Accounting 
Principles Board at the end of Au- 
gust. For the most part the bulletins 
of the Committee expressed opinions 
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acceptable to the Commission. On 
rare occasions exceptions were taken 
either by letter or in rule making. 
One of the last acts of the Committee 
was a clarification (delayed by court 
action) of Bulletin 44 (Revised). 
This was necessary in order to fill a 
gap in the original pronouncement. 
One of the criticisms of the procedure 
bulletins has been that the intent is 
not clear on all points. Similar charges 
are made with respect to laws and 
regulations. This results in the de- 
velopment of a body of interpreta- 
tions by administrators and_ the 
courts. A lawyer with much experi- 
ence in high government office re- 
cently wrote that ‘‘one can always 
get an agreed paper by increasing the 
vagueness and generality of its state- 
ments.’’ All of us, I am sure, wish the 
new Board success in its undertaking 
to develop clear thinking on the basic 
postulates underlying accounting 
principles and in the study of the 
broad principles of accounting. 

The prospect of attaining complete 
unanimity of thought on accounting 
seems remote no matter how diligently 
we try. Notable efforts have been 
made with respect to principles gen- 
erally applicable to the determination 
of income. However, even if we should 
agree that the matching of costs and 
revenues is the most important of 
these (and some would deny it), we 
are certain to disagree on the details 
of application. But I do say we should 
work toward reducing these areas of 
disagreement. 

What should we do about inven- 
tories? Verification, or perhaps I 
should say failure to verify, and prie- 
ing of this item has been the most 
important element in many of our 
troublesome cases in which financial 


statements were a factor. The pro- 


priety of LIFO as a basis of pricing 
has been debated for many years—} 
praised by some and denounced by; 
others as a device of the manipulator. , 
Even the effort to get agreement that! 
appropriate disclosure of the effect 
of this method as compared to others} 
in which more current costs were} 
used was counteracted by allegations} 
that tax cases would be jeopardized} 
or that such a disclosure would be: 
misleading. Recently we have seen a 
complete about-face on the disclosure} 
question in the desire to use LIFO} 
for the determination of income but) 
FIFO for the balance sheet. 

As to depreciation, what possibility! 
is there that uniformity can be at- 
tained on depreciation and mainten- 
ance accounting even on an industry} 
basis? This is a hard question to 
answer, but in the meantime improve- 
ment in reporting the policies followed 
will help analysts to reach more 
reasonable conclusions. 

It has been charged that account- 
ants should not tolerate alternate pro- 
cedures and certify that both are in 
accordance with generally accepted| 
accounting principles. The Commis- 
sion recognized in Accounting Series 
Release No. 4 that this condition exists} 
but at the same time concluded that 
financial statements which ‘‘are pre-} 
pared in accordance with accounting} 
principles for which there is no sub- 
stantial authoritative support, * * *} 
will be presumed to be misleading or} 
inaccurate despite disclosures con-} 
tained in the certificate of the ac-: 
countant or in footnotes to the state-| 
ments provided the matters involved. 
are material.”’ 


Srock Oprions 


Let me give you an example of the 
effort that was made on one subject 


which should be amenable to a gen- 
erally acceptable solution. On the 
matter of stock options there has been 
a difference of opinion as to the ac- 
counting to be followed and also as to 
the degree of disclosure necessary in 
financial statements. 

The Commission’s present rule on 
the subject was adopted as an amend- 
ment to Regulation S-X in November 
1953 1° after a double exposure of 
the problem for public comment. Sug- 
‘gestions have been heard recently that 
‘disclosure requirements on this sub- 
ject should be reconciled—the prin- 
cipal point being that our rule re- 
quires more detail than is required 
by Section B of Chapter 13 of Re- 
search Bulletin 43 or by the New 
York Stock Exchange. The Exchange 
requires disclosure in annual reports 
to stockholders of the status of options 
at the beginning and end of the year 
‘as to number of shares and price and 
ehanges during the year. The Insti- 
tute bulletin recommends disclosure 
of the status at the end of the year, 
including number of shares and price 
as well as the number becoming exer- 
cisable and the number exercised dur- 
ing the year. The Exchange does not 
express any preference as to account- 
ing procedure. The Institute’s current 
bulletin, as you know, fixes the time 
of measurement of compensation as 
the date of grant, whereas before re- 
vision the date the option right be- 
came vested in the grantee (usually 
the date when he could first exercise 
the option) was deemed to be the date 
when compensation should be meas- 
ured. I think it is fair to say that 
the startling results obtained by the 
application of the earlier version, with 
which the Commission agreed at the 
time, to the financial statements in a 


13 Accounting Series Release No. 735. 
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registration statement led to the re- 
vision of the Bulletin. 

To the original Bulletin 37 pub- 
lished in November 1948 there were 
one assent with a qualification and 
two dissents. Upon revision in 1953 
there were two assents with qualifica- 
tions, and one member of the Com- 
mittee did not vote. 

Our first exposure of the subject 
under rule making procedures was 
due to the eyident disagreement 
among corporate and public account- 
ants as to the appropriate manner in 
which the amounts, if any, to be 
charged against income representing 
compensation to recipients of stock 
options should be determined. The 
principal point of disagreement was 
over the time at which the determina- 
tion should be made. Arguments in 
suport of the date of grant, first ex- 
ercisable, and when exercised were 
so inconclusive that the Commission 
decided that it would be inappropriate 
to prescribe a procedure for deter- 
mining the amount of compensation, 
if any, of these stock options to be 
reflected in earnings statements. In- 
stead, the SEC proposed the pres- 
ent rule calling for significant data 
as to the plan, number, option price, 
fair value, and total dollar amount 
of shares at the several dates and a 
statement as to the basis of the ac- 
counting to be followed. Appropriate 


summaries of this information are 
suggested. 
The example which precipitated 


this revision was a five-year plan with 
one-fifth of the granted options be- 
coming exercisable each year. The 
stock was of $1 par value optioned at 
$5.00 per share at a time when the 
market was lower than the option 
price. As time passed and the com- 
pany prospered, the market price rose 
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to a high of 3314 during the period 
covered by the income statements in 
the prospectus. After some discussion 
it was agreed that the principles of 
the bulletin applied but some special 
treatment was necessary. The ‘‘spe- 
cial item’’ treatment provided for in 
Regulation S-X was adopted with the 
result that for the last two periods 
reported net income of $365,000 for 
a year and $305,000 for nine months 
was reduced by $107,000 and $174,- 
000, respectively—amounts equivalent 
to the excess of fair market value over 
the option price of shares under the 
employees’ stock options. The differ- 
ences of $258,000 and $131,000 were 
captioned Net Income Less Special 
Item Credited to Earned Surplus. 

The summary of earnings included 
per share figures based on Net In- 
come with reference to a footnote in 
which the stock option accounting 
was deseribed. So the bulletin was 
revised and our rule calls for more 
comprehensive disclosure than other 
rules on the subject. 


Lone-Term Leases 


The accounting presentation of 
long-term leases in financial state- 
ments continues to be a controversial 
topic. Some accountants and business 
leaders contend that we should include 
in the balance sheet the capitalized 
debt under long-term leases to make 
it comparable with the balance sheets 
of those companies using long-term 
debt to finance the acquisition of 
similar facilities. A study in 1948 
by the staff of the Commission on 
this subject led to a proposed Account- 
ing Series release. After a discussion 
with representatives of the Institute, 
it was decided that an Accounting 
Research Bulletin would be issued, 
and Bulletin No. 38 (now Chapter 


14, Accounting Research Bulletin No. 
43) on ‘‘Disclosure of Long-Term 
Leases in Financial Statements of 
Lessees’’? was released by the Com-} 
mittee on Accounting Procedure in, 
October 1949. | 

Prior to the issuance of Bulletin; 
No. 38 we had been requiring certain} 
information on long-term lease rentals 
in Schedule 16 dealing with supple-} 
mentary profit and loss information.” 
In the 15th Annual Report to Con-) 
gress !° we stated the policy being 
followed as to when leased property! 
and any related liability should be 
shown in the balance sheet. Three; 
types of long-term leases, depending 
upon the terms of the contract, were! 
outlined : 


(1) Simple lease arrangements containing 
no provision for acquisition by the 
tenant of title to the property. 

(2) A lease which involves the purchase or} 
repurchase of the property by the 
lessee, and provides that the periodic 
payments made under the agreement} 
will be apphed against the purchase 
price of the property. 

(3) A contract incorporating an agreement} 
which permits but does not obligate 
the lessee to acquire title to the property} 
either during the life of the lease or 
upon its termination. 


Supplemental information in = a} 
balance sheet footnote concerning} 
lease obligations assumed and annual} 
rentals is now considered adequate} 
disclosure for simple long-term lease} 
arrangements. Those leases which! 
are clearly purchase or repurchase 
contracts should be shown at their} 
full contract cost, less appropriate 
allowance for depreciation, on the! 


' Instruction 5 to Rule 12-16 of Regulation S-X 
required prior to 1950 a statement of the aggregate 
annual amount, if significant, of the rentals upon 
all real property now leased to the registrant and 
its subsidiaries for terms expiring more than three 
years after the date of filing, and the number of 
such leases. 

7° 15th Annual Report, Securities and Exchange 
Commission (1949), pp. 181-182. 
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asset side of the lessee’s balance sheet, 
with the liability under the purchase 
contract reflected under an appro- 
priate caption on the liability side. 
This treatment is in accord with the 
recommendation in Chapter 14 of Ac- 
counting Research Bulletin No. 43. 
One has to go beyond the form of 
those contracts in which acquisition 
of title is permissive and determine 
whether, in substance, the lessee actu- 
ally intends to acquire the property. 
Some factors to be considered in 
making a decision are :16 


“7. Whether the rentals are to be applied 
against the purchase price, and if so, 
whether they are out of line with 
rentals under leases not containing 
acquisition provisions ; 

2. The estimated value of the property at 
the time the purchase option becomes 
exercisable as compared with the 
agreed purchase price, if any; 

3. Whether the contract provides for an 
extension of the lease period, and the 
amount of the rentals to be paid dur- 
ing the extended period.’’ 


- In some of the articles I have seen 
on long-term leases the writers have 
prescribed the balance sheet capitali- 
zation of all long-term leases, regard- 
less of the terms of the contract. 
While there may be some merit in 
capitalizing all long-term lease com- 
mitments, there are also certain grave 
dangers, and thorough consideration 
should be given to all factors before 
departure from present day account- 
ing principles and practices. One has 
only to recall some of the mining 
eases of the 1930’s to realize that 
recording leased assets may be used 
to inflate the balance sheet.1‘ These 
eases will also indicate that there is 
more to be considered than the mere 


1 Op. cit., pp. 181-182. 

American Terminals & Transit Co., 1 SEC 
701; Canusa Gold Mines, 2 SEC 548; Franco 
Mining Co., 1 SEC 285; Great Dike Gold Mines, 
1 SEC 621; Poulin Mining Co., 8 SEC 116. 
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reflection in the balance sheet of a 
hability for future expense payments 
even though it is an item which most 
likely will be paid. A recent article 
by a representative of an investment 
banking concern, however, has indi- 
cated that an influential group, insti- 
tutional investors, does consider the 
impact of long-term lease capital by 
including it in a recast statement. 
Perhaps we should give attention to 
requiring disclosure of any additional 
data necessary for a more accurate 
recasting. 


CONFLICT OF JURISDICTION 


The Securities and Investment 
Company Acts are designed primarily 
for the protection of investors. The 
Holding Company Act charges the 
Commission with the protection of 
investors and consumers. Other fed- 
eral and state regulatory agencies 
have a primary interest in consumers 
and then an interest in investors as 
a source of financing. It is inevitable, 
perhaps, that some commissions would 
adopt conflicting orders and regula- 
tions relating to accounting matters. 
Even the Uniform Systems of Ac- 
counts approved by the National 
Association of Railroad and Utilities 
Commissioners are not uniformly 
adopted by the respective state regu- 
latory agencies. Specific changes in 
some of the accounts or in their ap- 
plication will be made by a state 
agency to conform with its regulatory 
philosophy. 

An example of how regulatory 
agencies may differ on accounting 
matters as they affect the consumer 
or the investor groups is in the treat- 
ment of ‘‘plant acquisition adjust- 
ments’’ in rate cases. Plant acquisi- 
tion adjustments represent the differ- 
ence between the cost to the account- 
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ing company of property acquired as 
an operating unit and the cost of 
such property when first devoted to 
public service. The several federal 
regulatory commissions and a number 
of state commissions exclude ‘‘ plant 
acquisition adjustments’? from the 
rate-base and exclude the periodic 
charges for amortization of such 
amounts from the ‘‘cost of service.”’ 
Such commissions are said to use the 
‘original cost’? concept in deter- 
mining the rate-base. Other commis- 
sions may include the cost of the 
property to the company in the rate- 
base and include the periodic charges 
for amortization of such cost in the 
‘eost of service.’’ Such commissions 
usually are operating under the ‘‘fair 
value’? concept of the rate-base. A 
few state commissions in arriving at 


‘ 


ce 


the ‘‘fair value’? rate-base give con- 
sideration to the estimated ‘‘repro- 
duction-cost-new’’ valuation of the 


plant assets. 

Regulatory agencies have required 
the classification of excess costs to the 
acquiring utility over original cost 
as well as any excesses of original cost 
over acquisition cost to be recorded 
in the same account, and the net bal- 
ance of this account to be added to 
or deducted from the plant account 
depending on whether a net debit or 
credit balance results. A common pro- 
cedure in consolidated statements of 
unregulated companies has been to 
report debit excesses as consolidated 
eoodwill and credit excesses have 
often been added to capital surplus. 

Of outstanding contrast is the gen- 
eral policy of the regulatory agencies 
to require periodic amortization of 
the Acquisition Adjustment Account 
or the immediate write-off to earned 
surplus. In unregulated companies 
no amortization program for intan- 


eibles of unlimited life is required by 
Accounting Research Bulletin No. 43, 
although the bulletin does state that! 
the intangibles ‘‘should be written} 
off when it becomes reasonably evi- 
dent that they have become worth- 
less.”’ Even when goodwill is thus 
written off, according to the bulletin, 
the charge does not need to be made} 
against income where ‘‘its effect on) 
income may give rise to misleading, 
inferences.’’ However, in reports 
filed with the Commission — these 
charges have been deducted from in- 
come (as special items if material inj 
amount). Seldom is any action takenj 
to write off credit excesses. | 

That the policy of reporting the 
excess of underlying equity in net 
assets of subsidiaries over the cost of 
the parent’s investment therein as 
consolidated capital surplus is fairly 
common is evident from reviewing 
recent issues of Accounting Trends 
and Techniques and cases in our files. 
Accounting Research Bulletin No. 51, 
recently promulgated by the Com 
mittee on Accounting Procedure, 
does not condone this practice. Para- 
eraph 8 provides : 


—— 


‘*Where the cost to the parent is less 
than its equity in the net assets of the 
purchased shown by the 
books of the subsidiary at the date o 
acquisition, the amount at which such 
net assets are carried in the consolidate 
statements should not exceed the parent’s 
costs. * ** A proceedure sometimes fol-} 
lowed in the past was to credit capital 
surplus with the amount of the excess; 
such a procedure is not now considerec 
acceptable.’ 


subsidiary, as 


The bulletin further provides for 
allocation of the excess of equity i 
het assets over investment cost to thei 
specific assets to which it is attribu 
table with corresponding adjustments 
of depreciation or amortization. Inj 
addition ‘‘in unusual circumstances 
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there may be a remaining difference 
hich it would be acceptable to show 
in a credit account, which ordinarily 
would be taken into income in future 
periods on a reasonable and systematic 
basis.”’ 

The amortization requirement for 
consolidated goodwill is not so de- 
finite. Paragraph 7 of Accounting 
Research Bulletin No. 51 does indi- 
cate that portions of the excess cost 
of investment over equity in the net 
assets of a purchased subsidiary at- 
tributable to tangible assets and spe- 
cific intangible assets should be allo- 
cated to them. This paragraph also 
states that depreciation and amortiza- 
tion policies should be restated to pro- 
vide for the absorption of the allo- 
cated excess over the remaining life 
of the related assets. Any difference 
remaining is carried as an intangible 
in the consolidated statement and the 
only provision for eliminating such 
item is found in Chapter 5 of Ac- 
counting Research Bulletin No. 43. It 
seems that any intangible that remains 
from consolidation may represent a 
payment for excess earning power and 
should be amortized against future 
earnings resulting from the operations 
of the subsidiary. Does the publica- 
tion of Accounting Research Bulletin 
No. 51 suggest a reexamination of 
currently accepted practice with re- 
spect to good will? Accounting Series 
Release No. 50 expresses a preference 
for writing off good will through 
timely charges to income. 


PROGRESS IN FINANCIAL REPORTING 


Breaking the life of a corporation 
down into periodie intervals of one 
year or less will probably continue 
to be an underlying cause of many 
of the basic problems of accountants. 
We are all aware that income can be 
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measured fairly accurately for the 
whole life of a joint venture or other 
enterprise; but as we attempt to 
shorten the period for reporting op- 
erations the more difficult our task 
becomes and it is attended by a widen- 
ing of the limits of fair reporting. 
At one time the Securities and Ex- 
change Commission required quarterly 
reports of revenues and sales. In 
October 1952 the Commission pro- 
posed revised rules calling for de- 
tailed quarterly statements of profit 
and loss and earned surplus. These 
rules were not adopted as they met 
strong opposition from accountants 
and registrants. About a year later 
the requirement of quarterly reports 
of sales and revenues was dropped. 
The Commission believed, however, 
that some interim information was 
desirable and in addition believed 
that there was a great demand for 
frequent reporting of business opera- 
tions from other governmental agen- 
cies, business research units, financial 
analysts and bankers, universities and 
other parties interested in business 
conditions. At the behest of financial 
analysts and others, we started prep- 
aration in 1954 to request comments 
and suggestions from interested par- 
ties relative to reviving our interim 
reporting on a semi-annual basis. 
Unfavorable comments received cover- 
ed a wide variety of subjects inelud- 
ing the misleading effect that might 
be inferred because of seasonal varia- 
tions, year-end adjustments due to 
difficulty in allocating revenues and 
expenses to short periods, need for 
taking additional physical inventories, 
the fear of liability of company man- 
agement in submitting unaudited re- 
ports, the unfairness to listed com- 
panies as opposed to non-listed ones, 
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and the increased cost both to regis- 
trants and the government. 

After a public hearing in March 
1955 the Commission required the 
filing of certain summarized earnings 
data on a six-months basis. The hard- 
ships accompanying the determination 
of such data were noted, particularly 
the need for relying on reasonable 
estimates, and in recognition thereot 
the Commission exempted such re- 
ports from the liability for mislead- 
ing statements under Section 18 of the 
Securities Exchange Act. 

This mid-year report is essentially 
a disclosure of sales and revenues, 
extraordinary items, income taxes, 
and net income or loss. As far as I 
can tell, this has been a satisfactory 
compromise between the groups who 
did not favor any interim reporting 
and those who urged that quarterly 
profit and loss statements be filed. 
With the great diversification in op- 
erations which has developed, it may 
be that some breakdown of sales be- 
yond the present requirement of 
separation of service revenue of over 
10% of the total should be required. 
In Form S-1 we do require disclo- 
sure of sales by product lines which 
contribute 15% or more of the gross 
value of business done. 

It is interesting in this connection 
to note that reporting sales of major 
product lines has recently been ad- 
vocated in a suggested revision of the 
Company Laws of Ghana.!8 Another 
unusual item in the Proposed New 
Law of Ghana is the reporting of 
liabilities at the amount repayable 
“less where appropriate, a reasonable 
deduction for discount until that 
date.”’'® The proposed law, while 


13 Proposed New Company Laws of Ghana Com- 
mittee for Revision, General Comment No. 8 on 
Financial Statements, p. 337. 

191 Op. Cnty, p. 380. 


noting in some places that recognition 
had been given to SEC requirements, | 
provides for upward restatement of 
assets by action of the board of di- 
rectors and in this respect varies} 
drastically from our practice of not! 
permitting such upward restatements. | 
However, the Ghana Law requires the 
disclosure of original cost. The pro- 
vision with respect to upward re- | 
statements is not clear as to whether 
depreciation need be taken on the 
higher amount although dividends 
may not be paid from the apprecia- 
tion surplus.7° Sueh surplus may be} 
transferred to stated capital. 

I mention this Ghana report as evi- 
dence of the improvement in financial 
reporting in foreign countries. While 
the offering of foreign securities im 
the United States is limited, there is 
evidence of a growing interest in our 
financial markets and in our require- 
ments as to accounting and auditing. 
The arrangement of affiliations with 
foreign accounting firms by American 
accounting firms is further evidence 
of the movement of American eapital 
abroad. 

The appearance of Mr. J. Kraayen- 
hof of the Netherlands, former 
President, 7th International Account- 
ing Congress Commitee, and Past 
President, Netherlands Institute of 
Accountants, on the program of the 
recent annual meeting of the Ameri- 
can Institute is further evidence of 
our interest in accounting develop- 
ments abroad. Mr. Kraayenhof mad 
a strong plea for ‘‘the widest accept- 
ance of a uniform set of intelligible 
rules,” but at the same time warned 
that rigidity in the fixing of account+ 
ing principles would not result in real 
comparability but ‘‘would only lead 
to the risk of the shadow being ae 
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cepted for the substance.’’ In support 
of his endorsement of international 
uniformity in accounting principles 
he asked ‘‘What good reasons can be 
upheld, other things being equal, for 
adopting different principles in vari- 
ous countries as to the valuation of 
stocks, as to methods of depreciation, 
as to whether or not reserves are con- 
cealed in the accounts or whether pro- 
visions are to be made for deferred 
taxes ?’’ 

Mr. J. S. Seidman, newly elected 
President of the American Institute 
of Certifiied Public Accountants, an- 
nounced in a press conference on the 
day of his election that he would 
press for action on three major 
challenges, one of which was stand- 
ardization of international accounting 
principles. I can assure you that the 
SEC is directly concerned with the 
success of this project and will par- 
ticipate in any appropriate way in 
assisting the accounting profession in 
this country to meet this challenge. 


‘PRoGRESS IN ACCOUNTING 


I have cited examples of efforts 
made by the accounting profession 
and the SEC to keep pace with the 
business world in the applheation of 
accounting principles to new condi- 
tions. A basic requirement through- 
out has been to reach a fair presenta- 
tion of financial condition and results 
of operations. Some critics contend 
that the response to a need for change 
is not quick enough. Others insist 
that new ideas must be observed and 
tested by experience before being 
recognized as generally accepted and 
applicable to all similar situations. 


OV 


During the period of observation, 
alternative solutions to accounting 
and disclosure problems develop and 
when it is proposed to designate one 
method as having met the test for gen- 
eral acceptability resistance to change 
is based upon the grounds that a de- 
cision should have been made before 
permitting the alternative methods to 
become established. What may be con- 
sidered progress by some is deemed 
by others to be interference with 
vested rights. The former group 
sometimes point to government agen- 
cies such as the SEC with the charge 
that we discourage needed changes 
in accounting procedure by a too rigid 
insistence on conformity with our 
rules and regulations, the Accounting 
Research Bulletins or other formal- 
ized accounting standards. 

Progress in the field of accounting 
is facilitated by representatives of 
various professional groups meeting 
and exchanging ideas in conferences, 
through correspondence and through 
professional publications. The SEC 
finds it particularly necessary to keep 
informed of the changes and new 
developments in the field of acecount- 
ing theory and auditing. As changes 
and new developments occur in the 
business world, the financial state- 
ments of the several thousand com- 
mercial and industrial companies re- 
quired to file statements with the 
Commission are modified to keep pace 
with a dynamie economy. A glance 
at some of the statements filed in the 
1930’s will reveal many striking con- 
trasts when compared with those 
being filed today. 


THE CASE OF THE 
MISSING MEMBER 


Louis M. KESSLER 


THe New Member CPAs 

The membership of the [Illinois Society of Certified Public Accountants 
is composed of something less than 100% of the CPAs in Illinois. What 
about the non-member CPAs? When did they become CPAs? In what 
occupations are they engaged? To what other associations do they belong ?} 
How do they feel about membership in professional organizations? Dot 
they know about the Society’s activities and programs? Have they been 
invited to join the Society? Do they know someone in the Society? What 
specific reasons do they have for not joming? 

These are some of the questions for which answers were sought in a letter 
sent by Dr. Lloyd Morey to about 1,000 non-member CPAs believed to be 
in [llinois and for whom the Society had reasonably accurate addresses. 
Over 400 reples were received, unsigned. Of these, however, some B86} 
respondents gave their names and addresses on a post card and asked for 
additional information about the Society. They received a folder containing! 
extensive information and were especially invited to attend the Tax Con- 
ferences. A general invitation to the Tax Conference was also sent to th 
1,000 on the original mailing list. The Membership Committee is makines 
personal contact with the 80 non-members who asked for additional infor-) 
mation. The more than 400 replies to the questionnaire were coded in the 
Society office, and key punching and tabulating were done through the 
courtesy of Society member Charles Freeman of the National Caleulatinel 
Service, Inc. Results were submitted to Dr. Morey and to the Membership 
Committee. 


OCCUPATIONS 


Rephes postmarked outside Ilinois were excluded from the tabulations; 
as were those that did not indicate an occupation or the year of receipt off 
the CPA certificate. The occupations of the remaining 365 were as follows 
(divided between Metropolitan Chicago and Downstate) : 


LOUIS M. KESSLE R is a partner of the firm Alexander Grant & Company. 
He has long been active in the work of the Illinois Society. Currently, he is 
the Chairman of the Membership Committee and is the Senior Vice-President 


nominee of the Society. He also currently is a member of the Executiv 
Committee of the American Institute of Certified Public Accountants. 
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Metropolitan 


Total Chicago Downstate 
Public Accounting! : We _ ie 
iinraliyr dual eralctati om eres tteetn ns eens eee 59 48 11 
PAWEL cg Ea Rene glee Pee dea ae Ph On enr Send 12 11 ] 
Manager or Prinenpal ..20........... sre on nae eraoeeer es 3 3 
SHG OT eR ore a ee eee ee or 54 52 2 
Total—Public Accounting... 128 114 14 
Non-Publie Accounting 
WOMMerCemean dew LM CLUSKT Vase eee eee ene: 145 130 15 
SGUDMORURTROV IT bee 5th ne RD A Fcc Rl ae ei ee 17 16 1 
COG CABLNTAN TONG So etd ane Sane ee eee oe ee 395 SY5) 
“COELIGSY aa seeks eet ee see Seeing 40 36 4 
Total—Non-Public Accounting .............. 237 Ai 20 
SIL. Galley Penera esate oe ere eae cin Aye 365 331 34 


1 Hight individual practitioners and three staff members also checked a non-public accounting ocen- 
ation. These eleven are included in public accounting in the tabulations. 


INTEREST IN PROFESSIONAL ASSOCIATIONS 


As to their personal feelings about membership in professional associa- 
tions, the respondents were asked to check one of the following: 

A. Very important to me. 

B. Moderately important to me. 

C. Neither important nor unimportant to me. 

D. Not at all important to me. 


The number of answers given in each of the four categories was as follows: 


r — 
No. 
A B C D Answer Total 
Occupations in: 
AU Game GG OUI Se meneateetreteeseeesn= icc sees=sceees 28 67 26 5 2 128 
None Pup lies Accounting. c22.....casecveseoeese 44 118 56 16 3 237 
EO bal le ere ce ee oe ket (ee SS 82 21 5 365 


By giving a weighting of 100%, 75%, 50% and 25% to the answers 
A, B, C and D, respectively, and omitting those who gave no answer, the 
weighted averages indicated the following degree of interest: 


Occupations in: 

EDTA Cme AC CO ULTN (LAI Otte eet ae cee emect tees re crtanas at oceeeSanaaeRees agene ee ane tials aa seteoe bees: ; 

Non-Public Accounting 
TN Gat eeeeereee rete eee tee ee ac nn ie ects a eA te eee ect Mea ahaSlalltanicdigisaven rere cncecteodacuatiecs 


The respondents were then asked the following four questions: 


1. I feel I do do not-—— have an obligation to belong to professional 
. organizations or associations. 
2. Have you ever been informed of the Illinois Society of CPA’s activities 
and programs? 
Have you ever been invited to join the Illinois Society? 
4. Are you personally acquainted with a member or members of the Tllinois 
Society? 


we 
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Excluding those few who gave no answer, the percentages giving affirma-| 
tive answers were as follows: 


1 2 3 4 | 


% %o Jo % 

Occupations in: 
TEN SH nN ANCOR AMIRI. ar cconSeesascueannnonsenc anckeneonoane 70 87 89 91 
INon= PF ulblig seAC Commi Soe eee seeeeensseee serene 62 84 89 87 
OW OTA ne teres ca te chr. oer cteee cscs ere careers 65 85 89 88 


MeMBERSHIP IN ORGANIZATIONS 


Organizations to which respondents currently belong were reported as 
follows : 


Occupations in 
Publie Non-Publie 


Accounting Accounting Total 
Neviverenehm. Ubaeyanamrer CHE COLIN 5 Gcecnecncccsaccnccaccad Ho scessonoanagcdon 36 40) 76 
National Association of Accountants:..........--.c---ccccsvsessrener- 6 22 28 
Gontrollers:2.instytuibeaeccs:ccsaccoceenecccocetets avs oevcanes oeeeac eee < 12 12 
itilliranyaniss, fStayonetiny Ge XO PUNGIS es esecoonsaoacbuocabubapodsncctaceberonssoucncate 2 3 
American Accounting ASSOCIatION..................cccceceeesesseceeess 4 tS) 12 
TMEV ONS! Che Abaqeeramelll, PANDO RRO hiosscancoacss consecasasnassbeadeonoceeadena 1 4 5 
(VG Grr srete tiers ar ocrace senccceses Tuasen tesa sceses erases oo oe tes eee NeR eT Re 13 31 44 


2 Any questionnaire is likely to yield some peculiar answers. Since these three were all in the younge 
group, perhaps they were filling out an application. 


In groups according to year of becoming a CPA, the respondents reporte 
membership in the several organiations as follows: 


Year of Receipt of Certificate 


Prior to 
1950-9 1940-9 1940 Tota 


inrravenaKeenia Mraysqutaunnen ie Cle IMT ranchacceerct boca rensaumosounenosoomcansosaeneaveane: 39 19 18 76 
National Association of Accoumtamntsis...:...ccceves-s-seceeseest eee eee 19 3 6 28 
Combrollers2m lms titiiterecc.c-<sccsn ester ee cereal ee ee 2 2; 8 12 
MilinGiseS OCLeby:s Oi CPAs? ee < lees eer eee a 3 3 
TERI CATE NCCOUMEINE WAISSO Clat1 OM retcseeteeteeereenret cena eee 4 2 6 12 
Insiiinicocotelinternale Ani citOLs acseccuse scores ete eee eee 2 2 1 5 
REG Tee frees oeces asetoaalssovced destnsee Coe eawoens wh eaaic Aeeouaucke Re pactieneu se A eee eee 14 10 20 44 


INTEREST IN SPECIFIC ORGANIZATIONS 


The respondents were next asked to cheek which of these organizations the 
felt they should belong to. Results were reported as follows (after eliminatin 
those who checked that they did belong to an organization but also checke 
that they should belong to that organization, thus leaving in the followin 
tabulation those who do not belong, but feel they should belong to the organiza 
tions indicated ) : . 
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Year of Receipt of Certificate 


Prior to 
1950-9 1940-9 1940 Total 


Occupations in Public Accounting 


EXIMerI Cane Uns hi Ube Oe OLA Seeste rene oe eens 36 } 2 41 
National Association of Accountants 2 2 
Won trollerszemlin atihiwte mses cect ee oe oe ee aecct Sein ae Renee = it 1 2 
BAIT OISRSO CLEt yey Ot CEA Siege tec paee ik coe aricndiak. Medeor eters 61 8 8 (8 
American Accounting Association 7 7 

RENSTICU CC OLMln ternal Anidibongeneetice.cas cen ccendeeectce roe 

| DORLOER te cos cananaancastree athe nee Enc cRRG ARSENE CAM Cie ERR ae a 1 1 

Occupations in Non-Publie Accounting 
ANoricanmLNStUtemOl CRIA GH ert t cere meee ent te een ee 3 9 4 56 
National Association of Accountants................ 9 " 9 
Boni ollercam lings tut Comner.cocceteersecaeacceon seneeecete 26 8 3 Bil 
MTT OUS ES OCIS tym Ot CRAIG) cape cmacs cre sesteeneseeseetee oe 60 ily 9 86 
American Accounting Association... 6 i 7 
Lnstituber ole laapermalll PAM CaGOLS: .cese-ceccecstesesse+ees 8 ] 2 iL 
BA) isi Gomera Sa SE oe sees arn Sete csr RO Tee ee dee SEROMA SNe 4 i 5 


Of those for whom replies were tabulated, 163, or about 45%, said they 
felt they should belong to the Illinois Society of CPAs. These 163 listed the 
following occupations : 


Year of Receipt of Certificate 


Prior to 
1950-9 1940-9 1940 Total 
Public Accounting 

Pea chivaCuialle era ChiblOMecsresesnostenteosseetetecs censor cee eeecen ee 20 5 31 
“PURIST: Ginna nea cBa saa enone Eee ee POCO CSREES aCe PEER EERSTE 2 2 3 Hf 
“MiBnmmipgere @ie IP reneneny ofall ssecoseobe sou seote eae apestbane nn dods ice C6 2 - 4% 2 
‘Shipline MW eitall ay eie cade pesnccetceceeconte ee eee tere cco sucebercctome martes Ol 2s i BY 
61 8 77 

on-Public Accounting 
BS OTTIMET COMA UNG Str ye. ccetssse seccerseececeseccrssesenyeatsss 3 12 6 His 
Edueation if 7 
Government il 4 1 16 
“CORE? eS sce eee Ce Re cee CER eT emo nee an ee 5 me 2 8 
| 60 17 9 86 
FINO Gaal ge eet arc cocoon sae ne ses se caae at evevetssecset seneeesere tae ete’ 121 20 ALTE 163 


Ture OLD AND THE YOUNG 


The Membership Committee was particularly interested in knowing the 
reactions by age groups, or length of time the respondents have had their 
CPA certificates. The following tabulation compares replies received with 
interest in joining the Society, by groups according to year of receipt of 
sertificate : 
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7 Those who feel 
they should belong 
Replies tabulated to Illinois Society 


No. % No. % | 

Year of receipt of certificate - " | 
Prior to 1940 72 19.7 7 10.4 
1940-1949 ........... 69 18.9 25 15.4 
TKS TSK OEY BS TS82) ae copanacon hasennce ter cobodn bad aeanes sacaoGecaoceasEacurouppoccdadgRccosIG 224 61.4 121 742 
ANGEL, > sekeneeabeceenbcico ocectcneedeoeecaceressace ana. oodcuncece eo ace0 365 100.0 163 100.0 

{ 


The course is clear. To bring the greatest number of CPAs into the Society, 
the Membership Committee should maintain continuous contact with young: 
CPAs. If an individual does not join the Society by the time he has had his 
certificate for ten years, the prospects of his ever doing so are not encouraging | 
! 
Reasons FOR Nov JOINING 

Finally, the respondents were asked to check one or more reasons why} 
they have not joined the Illinois Society of CPAs. Results, by occupation, and] 
by vear of becoming a CPA, are as follows: 


By Occupation By Year of Certificate _| 
Puble Non-Publie , Prior tO 
Total Accounting Accounting 1950-9 1940-9 1940 

Not in public accounting............ 174 Be 171 97 37 40 
IBA YOUBKer AES JER? coonaonnoataonanconouconneco 20 2 18 14 2 4 
TRSAUREYGE _Sysacasshe-coodescnenantoanase nareacce 10 5 5 ee e 8 
DMCS eter nae cee ee eren tice Wereae oe 96 32 64 65 16 15 
INVASION, MUSE abs soccerocedbocoosboL 686 705 18 57 47 15 13 
Bellon embod © 2A renee et cree 39 14 25 17 7 15 
Belong to other societies............ 45 14 ay 11 ial 23 
Not interested in Illinois Society 52 24 28 32 9 Aa 
(DAES Ts ees Gasca totus een cere ore eee Ce 100 47 58 73 18 9 


® We repeat, any questionnaire is likely to yield some peculiar answers. 

‘These two either got their certificates late or retired early. 

5 The Society has no admission fee. This was a “‘loaded’? question to see how much more educatio 
is needed on the subject. 


Perahaps one of the ‘‘other’’ reasons may be described as ‘‘inertia.’ 
The following is quoted from Dr. Morey’s letter with which the questionnair 
was enclosed. 


““The value of each and every CPA certificate depends upon our mutual abilit; 
to safeguard the high standards of our profession. Since each of us cannot spen¢ 
the time we would like to defend our CPA certificates, we are fortunate to have thi 
Illinois Society of CPAs to do this for us. The Society maintains constant legislativ: 
vigilance to guard against any cheapening of our certificate. 

As a past president of the Society, I am personally very interested in its activitie 
and have agreed to direct this research study into certain aspects of recruitment 0! 
new members. The purpose of this study is to determine the attitudes toward thi 
organization and reasons for a lack of participation by some CPAs. This is NOT : 


membership appeal. This is a study designed to elicit answers to pertinent question 
in the area of membership.’’ 


We have the results of the research study. The rest is up to us. Mem 


bership promotion is a job for all Society members—not for the Membershi 
Committee alone. 


BANK CONFIRMATIONS- 


While experience with the use of 
he standard bank confirmation form 
las proven its usefulness, a_ reap- 
yraisal of the entire area of bank 
-onfirmations by the Illinois Society’s 
Sommittee on Cooperation with Bank- 
rs and other Credit Grantors indi- 
‘ates a need for certain procedural 
s-hanges. 

This committee, in cooperation with 
1 committee of the Chicago Confer- 
nee of NABAC, The Association for 
Bank Audit, Control and Operation, 
1as prepared and distributed a leaflet 
mtitled ‘‘Bank Confirmations—Do’s 
nd Don’ts for Certified Public Ac- 
fountants,’’ a digest of the recom- 
I dations treated in more detail in 
his article. The sequence of the items 
n the leaflet is not intended to convey 
ny special significance ; however, the 
eaflet does present those items which, 
n the opinion of the bank representa- 
ives, were of most immediate con- 
ern to banks. 


INTRODUCTION 


The number of confirmation re- 
ests received by banks is constantly 
nereasing and is admittedly an ex- 
vensive and time-consuming opera- 
ion. Fortunately, the increasing 


DO'S & DON'TS 


W. Gave HigH 


adoption of fiscal years ending other 
than December 31 has eliminated 
to some extent the widespread fluctu- 
ations of volume previously encoun- 
tered. This development has made the 
requests for confirmations a_year- 
round problem for banks. 

Bankers recognize the importance 
of confirmations in the preparation of 
the audited statements submitted by 
customers requesting credit and are 
willing to answer any ‘‘reasonable’’ 
request for information from public 


accountants. Many banks recognize 
that every confirmation answered 


satisfactorily is in effect a direct con- 
firmation of the records of the bank. 
The cumulative effect of such con- 
firmations, where adequate controls 
are established by the bank, can be 
an important element in its internal 
audit program. 

Any improvement in current bank 
confirmation procedure would be of 
direct benefit to all interested parties : 
the public accountant, the bank, and 
the client depositor. 


THE GENERAL PROBLEM 


There are certain aspects of the 
problem of bank confirmations which 
have relatively little bearing on the 


——— aa 


W. GALE HIGH is Assistant Comptroller of The First National Bank of 
Chicago and currently is Vice-Chairman of the Society's Committee on 
Cooperation With Bankers and Other Credit Grantors. Mr. High was 
instrumental in the preparation and recent distribution to Society members 
of the leaflet “Bank Confirmations—Do’s and Don'ts for Certified Puble 
Accountants.” 
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form itself. 
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However, these aspects 


are important in any search for means 
to improve the present confirmation 
procedure. The following considera- 
tions are important: 


(1) Advance 


(3) 


(4) 


planning of the aduit en- 
gagement should include the confirma- 
tion program. Banks would prefer, in 
most eases, to have the request on hand 
before the ‘‘as of’’ date. This allows 
more effective scheduling and planning 
of the bank work load. Also, current 
information is much easier to confirm. 
Bank confirmations should be reviewed 
promptly upon their receipt by the ac- 
counting firms, if practicable. This 
permits corrections or clarifications to 
be made on a current basis while the 
information is readily available. 

Telephone requests for confirmation, if 
made at all, are to be followed up with 


a written request. Fortunately, such 
requests are not a large percentage 
of the total. The bank must be as- 


sured that the release of information 
is authorized and that the proper per- 
son receives such information. For 
protection of all parties concerned, a 
bank usually insists upon written re- 
quests for confirmation, properly auth- 
orized. 


Requests for ‘‘cut-off’’ bank state- 
ments in a separate letter are desirable. 
Since, in most banks, these are handled 
by a different section than the con- 
firmation request, a separate letter 
saves times and helps prevent the 
omission of a request. 


PropueMs More Sprciric 
To THE Form 


In their attempt to be of service to 


puble accountants through furnishing bank 
confirmations, bankers have noted the follow- 
ing problems arising from the present bank 
confirmation form: 


(1) Banks receive many forms in which the 


exact name of the customer and the 
account title are not shown. Depositors 
frequently have several accounts with 
a bank. A complete listing of all ac- 
counts, showing the account titles 
exactly as they appear on the bank 
account names often do not reveal 
affiliations. Inaccurate listing of ae- 


(3) 
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count titles may lead to a reply that, 
according to bank records, no sucht 
account: exists. 
Some accountants have expressed the 
opinion that disclosure of account titles 
defeats, in part, the purpose of thei 
request. They prefer to ask for ‘‘al} 
accounts’’ thus seeking disclosure of 
unrecorded client assets. However, as 
pointed out previously, the bank nor} 
mally will interpret the authorizatior 
as limited to the capacity of the signer 
If John Doe signs the confirmatio1 
request as Treasurer of the XYZ Com) 
pany, then only accounts in that com} 
pany name will be confirmed. Nor¥ 
mally, no search is made of the ban} 
records to determine beneficial inter) 
ests, if any, in other accounts. It wa: 
the opinion of the majority of the 
committee members that the location 
of unrecorded assets could be accomy 
plished by other feasible auditing techf 
niques. 
Two forms are necessary for bank prow 
cessing if all information is requwirec 
for two different dates. Where balane¢ 
only information is desired for one date 
the form should clearly so indicat 
Often forms are received showing tw 
‘fas of’’ dates with no indication of 
the actual audit date. Unless the a 
countant indicates that balanees onl 
are required for one date, record 
throughout the bank must be re-checked 
in order to complete the entire me 
a deposit, usually, is that of total: 
The fact that the details on the origine 
and the duplicate deposit slips agre 
' 


deposit slips, furnish duplicate deposi 
slips, furnish dates of credits prior t 
and subsequent to the audit date, ani 
occasionally to permit the public a 
countant to compare the depositor’ 
duplicate deposit slip (authenticated b 
the bank) with the original deposi 
slip from the bank’s records. Apparent 
ly, from the number of requests r 
ceived, many accountants believe th 
each deposit is proven by the bank i 
detail. Actually, this is not so. Gener. 
procedure results in a proof of currence 
and of total checks. Therefore, thi 
only confirmation a bank can make o 


form as of the additional date. 

Banks are requested to authenticat 
is no assurance that the items liste) 
were the actual items received by thi 
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bank. Most banks are aware of and 
in sympathy with the desire of the 
accountant to assure himself that lap- 
ping, kiting, or other manipulations of 
cash are not indicated by the records 
of the client under audit, but they often 
are unable to make the confirmation 
of specific items requested. 

Many accounts in banks are what 

are known as ‘‘ concentration accounts. ’’ 
In such accounts it is difficult to locate 
a deposit without knowing the date of 
the credit. Inasmuch as receipted copies 
and supporting data are sent to the 
depositor, properly authenticated by 
the bank, prompt and accurate certifica- 
tion will be expedited if such copies are 
returned with the request for additional 
information. 
Confirmation of securities held, usually 
referred to as ‘‘safekeeping,’’ presents 
recurring difficulties. Although many 
bank customers do have items in safe- 
keeping with the bank, the proportion 
is not such as to warrant inclusion of 
this request as part of the standard 
form. 

Unless there is specific indication of 
safekeeping, this request should be 
omitted. Here again, the timely receipt 
of the request is important, since it 
is time consuming and difficult to re- 
construct the bank records for an audit 
date some time in the past. 
““Safekeeping’’ does not ordinarily en- 
compass commercial paper held _ for 
credit to a customer’s account at ma- 
turity, or ‘‘collection’’ Fre- 
quently an accountant uses the term 
in an all-inclusive sense. Since bank 
records on commercial paper generally 
are on the basis of maturity and actual 
confirmation of collection items is in- 
frequent, these areas are not covered 
in the usual confirmation. If the ac- 
countant wishes to have such items 


items. 


verified, a list should be furnished to 


the bank giving full description, due% 


date, collection number, ete. 
(6) While the standard form is extremely 
useful, it has certain limitations and is 
not practical in every situation. A 
limited amount of additional informa- 
tion can be requested in a continuation 
of the standard form under items 5, 
6, 7, etc. However, it is not recom- 
mended that the form be printed for 
the accountant’s own use with such 
additional items unless the items ap- 
pear with a box for checking when it 
is desired that the bank comply with 
the item. 
(7) The public accountant should contact 
the bank directly (the department and 
person responsible for confirmation 
work) in reference to all questions con- 
cerning reporting, omissions, timing, 
ete. Unless this approach is followed, 
the solution of normal routine problems 
handled daily on a cooperative basis 
between the public accountant and the 
bank’s staff is frequently complicated 
unnecessarily because of a lack of 
effective communication between the 
two parties and not because of a lack 
of cooperation. 


SUMMARY 


The standard bank confirmation 
form is a useful, well designed form. 
Its widespread adoption has permitted 
banks to cope more satisfactorily with 
the increasing volume of requests for 
information from Certified Public Ac- 
countants. However, as indicated, 
problems have arisen in this area 
which cooperative effort can solve. 
The publication of the leaflet on Do’s 
and Don’ts is a concrete example of 
the results of such effort. 
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RELAXATION 
FELLOWSHIP 
PROFESSIONAL DEVELOPMENT 


Presentation of a Tax 
Case Before the Appellate 
Division — A Practitioner's 


View 


J. A. BERNAUER 


The assistance to our chents in de- 
termining their federal tax habilities 
represents not only a real challenge 
to our professional competence as 
CPAs, but also one of the most re- 
warding opportunities for service 
available to us. One of the most ap- 
pealing aspects of this opportunity is 
that accomplishment can be measured 
in terms of dollars. In our present 
era of high tax rates, there are few 
matters in which business men have 
greater interest than the amount of 
tax they owe to the Government. 
Consequently, a piece of good work- 
manship in this area represents a 
unique step toward the establishment 
of the kind of relationship we are con- 
stantly striving to achieve with clents. 

This opportunity, however, carries 
with it certain responsibilities—moral 
and technical. A review of our moral 
responsibilities was recently published 
in the April issue of The Journal of 
Accountancy in articles by Mr. 
Charles R. Lees, a CPA, Mr. Norris 
Darrell, an eminent attorney, and Mr. 
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Clifford Stowe, formerly Assistant ; 
Commissioner of the Internal Revenue } 
Service. These articles are well worth} 
your time in reading. In my judg- 
ment, our technical responsibility im- 
plies the same high standards of com- 
petence set forth in the American 
Institute pronouncement on ‘‘Gen- 
erally Accepted Auditing Standards.”’ 
The responsibility of protecting your 
chent’s rights and privileges in tax 
matters certainly includes the duty} 
to urge the interpretation and appli-} 
cation of the taxing statutes to the 
facts at hand in a manner most favor- 
able to your client. Nevertheless, our 
responsibility to ourselves and to our 
profession demands that in all of the 
dealings with the Government, we 
preserve our reputation for integrity. 

I propose to review the matter of! 
handling a federal tax dispute before 
the Appellate Division of the Internal 
Revenue Service from the practition-} 
er’s point of view. Before we proceed} 
with a consideration of the actual 
problems involved, it might be well to 


J. A. BERNAUER is a partner of the firm Ernst & Ernst, Chicago, Illinois. 


ae Bernauer currently is the Chairman of the Taxation Committee of the 
Society. 


TAX CASE BEFORE THE APPELLATE DIVISION a 


consider the steps that have occurred 
before we reach the Appellate Staff: 
1. A return has been filed. 
2. A Revenue Agent’s examination has 


been completed with resulting proposed 
adjustments unfavorable to your client. 


. The taxpayer has been invited to an 
informal conference with the Revenue 
Agent’s Group Supervisor. 


iJ) 


4. An informal conference has been held 
; with an unsatisfactory proposal or the 
informal conference has been by-passed. 


Your client has received a letter from 
the District Director’s office proposing 
certain adjustments. This letter has 
also informed him that he may sign a 
Waiver agreeing to the proposal, or he 
may file a protest within 30 days against 
the proposed determination, 


WH 


6. The taxpayer’s file is temporarily in 
the custody of the Review Section of 
the District Direetor’s office, awaiting 
receipt of the protest and then to be 
transferred to the Appellate Division. 


At this point we are ready to exam- 
ine the problems that face you in this 
engagement, and I beheve that they 
can be classified into two principal 
parts: 

1. Analysis and preliminary considerations. 

2. Preparation of the actual protest, and 
conference for negotiation of a settle- 
ment of the dispute. 


Let us examine these areas in just 
hat order. 

There is an old saying that the first 
tep in the solution of a problem is to 
determine just what it is. This may 
seem to be a simple matter, because 
he Revenue Agent is obliged to state 
he basis of his proposals in the report 
of examination received with the 30- 
Jay letter. However, unless you have 
actually participated in discussions 
with the examining officer or in the 
nformal conference and have a clear 
zonception of what evidence the agent 
las examined and how he formed his 
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conclusions, there is considerable work 
to be done. 

The report submitted to the tax- 
payer by the Revenue Agent is only a 
summary of a much more comprehen- 
Sive report with working papers and 
schedules submitted to the Review 
Section with the taxpayer’s file. The 
report submitted to the taxpayer fre- 
quently contains a general or vague 
statement that a certain item doesn’t 
qualify as an ordinary or necessary 
business expense within the provisions 
of Section 162, or perhaps a more pro- 
found statement that evidence was 
lacking that an item paid was actually 
an obligation of the corporation ; there- 
fore, it does not qualify as a deductible 
item. 

It has also been my experience that 
you cannot always rely upon the ¢h- 
ent’s or corporate officers’ conception 
of what the actual issues are. At times 
the lack of effective communication 
and mutual understanding between 
the agent and taxpayer is surprising. 
Less frequently, but on occasion, this 
lack of understanding may even exist 
as between the Revenue Agent and a 
member of your staff. Therefore, it is 
highly desirable for the man respon- 
sible to discuss the issues with the 
Revenue Agent before the 30-day let- 
ter is prepared. On occasion, I found 
it desirable to prepare a memorandum, 
summarizing the Revenue Agent’s 
position on unagreed items and review 
this with him to pin point, if possible, 
his understanding of the facts and ap- 
plicable provision of the Internal Rev- 
enue Code, regulations, cases and rul- 
ings. At this stage of development, 
the Revenue Agent has taken on the 
role of an adversary; therefore, it is 
important to determine what he be- 
lieves to be the weakness in your cli- 
ent’s position. 
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In the great majority of unagreed 
issues, which can be successfully over- 
come, there has been an imperfect de- 
termination of the facts by the exam- 
ining officer, rather than a lack of 
knowledge on his part of the Code or 
regulations. A re-examination of the 
facts surrounding the transactions 
challenged by the Revenue Agent 
should be made. This should include 
not only the evidence examined by 
the Revenue Agent, but any other evi- 
dence available. Most chents like to 
have the Revenue Agent’s visit as 
brief as possible and with a minimum 
of questions raised. This is under- 
standable. I am sure that there are 
very few instances in recorded history 
in which a visit from the tax gatherer 
or his representative was a joyous 
event. However, frequently this re- 
sults in the Revenue Agent obtaining 
a partial understanding of a transac- 
tion or a distorted idea of what actu- 
ally happened. As expert accountants, 
our skills in determining and verify- 
ing facts especially qualify us to mar- 
shal pertinent evidence. In conduct- 
ing a proceeding before the Appellate 
Division, there is the opportunity to 
use these skills to the utmost. 

Having gathered and reviewed all 
of the related facts and evidence, the 
tax accountant is now ready for his 
technical research. This should de- 
velop the merits of your client’s posi- 
tion. This research will not only re- 
but or confirm the particular basis of 
the Revenue Agent’s proposal but 
should also bring to ight other aspects 
of the issues which the taxpayer’s 
representative should be aware of in 
this proceeding. 

In his examination of a tax return, 
the Revenue Agent brings with him 
the advantage of hindsight. This 
hindsight should not only be used in 


favor of the Government, but should | 
also be applied in favor of the ‘ag | 
| 


payer to determine the correct tax 
liability for the periods reviewed. 
Nevertheless, we should recognize the 
‘facts of life.’’? By the very nature 
of his position, I believe he has a 
greater interest in protecting the Goy- 
ernment’s revenue than in the rights 
or privileges of the taxpayer. In this} 
preliminary stage, 


therefore, it is 
essential to review and consider the 
entire return, with the same benefit | 
of hindsight, to uncover any basis for | 
offsetting items. This review may even | 
disclose potential issues not challenged 
by the Revenue Agent in his report. 
Nevertheless, it is important to be} 
aware of any inherent weaknesses not! 
only with respect to items which are] 
to be protested but latent possibilities 
as well. The Technical Adviser of the 
Appellate Division will review the 
taxpayer’s entire file before any con- 
ference and he will ask questions not 
adequately covered in the Agent’s re- 
port to him. I do not believe we have 
any obligation to disclose controver- 
sial issues not in the report, but wel 
have a duty to give frank and honest} 
answers to inquiries made. 

Having performed a careful job of 
determining the critical and potential 
issues, the facts bearing upon the is 
sues, as well as the task of technical 
research, it is well to have a fran 
evaluation of the probable or possibl 
outcome with your client. What ar 
the chances for a satisfactory conelu- 
sion in the Appellate Division? Are 
our problems primarily those of 
proper understanding or presentatior 
of the facts at hand, or are they con- 
cerned with a very technical interpre: 
tation of the Code? 

In this connection, the advisabilit 
of discussing the entire matter with 
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your clent’s regular legal counsel 
should be considered. Circumstances 
obviously vary, depending upon the 
relationship between your client and 
his lawyer and the particular lawyer’s 
experience in tax matters. If there is 
a good possibility that it may be nec- 
essary to litigate to get proper relief 
for your client, it is imperative that 
there be good communieation and ¢o- 
operation between the tax accountant 
and the attorney, even though the 
accountant is primarily responsible 
for the Appellate Staff proceeding. 
Any evidence introduced in this pro- 
ceeding will become a part of the rec- 
ord; it is only prudent, therefore, for 
the accountant to keep the attorney 
well informed if this is the case. If 
litigation is necessary, the burden of 
overcoming the Government’s deter- 
mination will rest with the attorney. 
He should have full knowledge of 
what happened before. 

Should your taxpayer-chent avail 
himself of the Appellate Division pro- 
ceeding following the 30-day letter 
or allow the District Director to issue 
a statutory notice in the form of a 
“90-day letter’’? I understand that 
in recent years, there has been a tend- 
ency by some tax practitioners (both 
awers and accountants) to recom- 
mend a by-pass of the 30-day Appel- 
late conference. The alleged advan- 
ages to this strategy are twofold: 

1. Upon issuance of the statutory notice, 
the issues become fixed; that is, Gov- 
ernment’s representatives are now 
barred from raising new issues.’ Never- 
theless, the taxpayer may in his petition 
to the Tax Court contend for additional 
adjustments favorable to him. 

Tt is the opinion of such practitioners 
that there is less skill in the District 
Direetor’s office than there is in the 
Regional Commissioner’s office. There- 
fore, the task of identifying the issues 
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in a report is best left with the District 
Director’s office. 

Upon issuance of a statutory notice, 
it Is necessary within the 90 days to 
prepare and file a petition in the Tax 
Court to prevent the assessment and 
actual collection of tax. After the 
petition has been filed, the taxpayer 
has an opportunity to discuss a settle- 
ment with the Appellate Division in 
an informal conference before the case 
is actually docketed or a formal trial 
held. The nature of this conference is 
similar to that which follows the filing 
of a protest after a ‘‘30-day letter.”’ 

Whether or not these advantages 
are sufficient _to pass the ‘‘30-day”’ 
conference may depend upon the cir- 
cumstances and it always a question 
of individual judgment. Certainly in 
the great majority of cases the inter- 
ests of your chent are best served by 
an honest attempt to resolve his diffi- 
culties at the earliest time and to take 
advantage of every administrative op- 
portunity available for solution. 

In your evaluation of the issues and 
the probable conclusions, you may 
well determine that some additional 
tax is due. To stop the running of 
interest, your client may be willing or 
anxious to make a deposit represent- 
ing a partial payment of the addi- 
tional tax proposed in the 30-day let- 
ter. This can be accomplished in 
either of two ways: 

1. A partial waiver on Form 870 can be 
of the 
A payment can 


executed, agreeing to certain 

proposed adjustments. 

be tendered with this agreement or an 

assessment of the additional tax ad- 
mitted is made in the regular assess- 
ment procedure. 

2. A flat deposit can be made with the 
District Director’s office, with instrue- 
tions for application against the tax 
liability for the year involved. 
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The execution of a partial agree- 
ment, however, may not be feasible, 
where relatively few or extremely con- 
troversial issues are present. When a 
partial agreement appears to be indi- 
cated, it should be handled with ex- 
treme care to be satisfied that conces- 
sions to be made are not against the 
taxpayer’s interest. The volumes of 
tax litigation give ample evidence that 
the determination of the correct tax 1s 
no exact science. Short of a complete 
settlement of the lability, any dis- 
puted item may have potential value 
in the give and take often necessary 
to arrive at practical determination 
of the lability. It has happened that 
a conferee may be willing to concede 
items which, in your opinion, are weak 
but strongly resist concessions when 
vou feel they should be made. 

With respect to flat deposit against 
an anticipated additional tax, there 
has been some doubt as to whether the 
payment stops interest or not. This 
doubt is attributable to the Govern- 
ment’s contention that such deposits 
do not earn interest and that interest 
payable should run until an actual 
assessment of tax is made. There ap- 
pears to be ample authority in the 
1954 Code for the District Director to 
make an assessment if the 30-day let- 
ter indicates a proposed deficiency 
and in a recent technical advice from 
the national office, a District Diree- 
tor’s office was so informed. There- 
fore, I don’t believe we should have 
any further interest problems with 
flat deposits. 


PREPARATION OF PROTEST 


No definite format is required in the 
preparation; however, an instruction 
sheet setting forth the requirements 
accompanies the 30-day letter. The 
most significant requirements are: 


a) A statement itemizing the finde| 
ings of the Revenue Agent. 

b) A statement of the grounds 
upon which the taxpayer relies. 


In setting forth the grounds upon | 
which the taxpayer reles, you are 
asked to put forth his case in writing. 
The Revenue Agent has given his side 
of the story in his confidential report | 
and it is slanted to support his con- 
clusions. It is desirable, therefore, to) 
summarize the facts you have gath-| 
ered from the taxpayer’s point of 
view. If you have good reason to be-} 
lieve that your statement differs ma-| 
terially from that of the Revenue} 
Agent, it should be verified with copies 
of evidence, if feasible, or by affidavits 
of persons who have first-hand knowL} 
edge of the transaction in question. 
Remember the burden of proof is oni 
your chent. 

Your argument for the taxpayer's 
position is an attack on the basis of 
the proposal by the Revenue Agent’s 
report; therefore, rebut it as vigor-+ 
ously as you can, overcoming any ¢i 
tations he has submitted, and give} 
those citations which support your 
position. 

How completely should the ground 
for the taxpayer’s position be covered ? 
Should you expose your entire argu-} 
ment in the protest, or should som 
‘‘ammunition’’ be withheld for ar 
attempt to make a devastating orall 
argument which will demolish the last 
shred of the Revenue Agent’s post 
tion? Here, again, the judgment of} 
practitioners differs. My own experil 
ence would indicate that a complete 
argument in the protest has producec 
good results. Any favorable recom 
mendation by the Appellate Conferec 
must be supported by him in a writ 
ten report. He will usually wish te 
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‘eview and study any new citation 
10ot in your protest, and he will ask 
you to submit in writing any new 
wgument you may make at the con- 
‘erence. I believe, therefore, that an 
neomplete protest only serves to delay 
v solution. 

_ The protest is due to be filed within 
30 days after the date of the 30-day 
etter; however, if more time is re- 
juired for a reasonable cause, an ex- 
ention of time is usually granted. 

The protest is reveiwed by the Dis- 
rict Director’s office which may pre- 
yare an additional memorandum in 
‘eply to the protest. The entire file is 
hen transferred to the Appellate 
Division. 

At this point, it should be noted 
hat an important “‘rule of the game’’ 
s changed. The District Director does 
10t have the authority to settle a tax 
lability on its ltigative possibilities. 
de cannot, therefore, delegate any 
uch powers to the Revenue Agent or 
nformal conferee. The failure of 
ome practitioners to recognize this 
restriction is at least a partial cause 
or some disappointment with the in- 
ormal conference procedure. The 
tegional Commissioner has no such 
estriction and consequently the Ap- 
vellate Division operating under his 
uthority is permitted to consider 
hese litigative possibilities. 


JONFERENCE AND SETTLEMENT 


_A good conference involves not 
aerely an exercise 11 persuasive ora- 
ory but some intelligent planning. 
“he conduct of the hearing should be 
eviewed with your chent beforehand. 
Vho should attend the conference? 
Jhould the client or a corporate officer 
10st knowledgeable be invited and 
yhat is expected of each participant? 
)ften there is a reluctance on the part 
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of the taxpayer to appear at the hear- 
ing due to a lack of knowledge of 
some of the technical niceties—conse- 
quently, he has a fear of making in- 
advertent statements which could be 
detrimental. In some few instances, 
it may actually be unwise to invite a 
particular taxpayer to appear. Usu- 
ally with proper instruction these 
dangers can be minimized and chents 
with first-hand knowledge of the back- 
ground of the matter in dispute can 
make an important contribution, espe- 
cially so at the initial conference. The 
first conference is primarily explora- 
tory in nature and represents your 
opportunity to be sure that the Tech- 
nical Adviser understands the grounds 
upon which you rely. 

A final review is indicated just be- 
fore the conference of not only the 
protest but your entire file and the 
technical basis of your position to 
anticipate, if possible, questions which 
may be raised by the Government con- 
feree. If there is a better basis for the 
Revenue Agent’s proposal than the 
one given to you or in his report, the 
chances are good that the Appellate 
Conferee will be aware of it. Now is 
the time to be prepared to rebut any 
alternative arguments. 

There should be a mutual under- 
standing between yourself and your 
client of a settlement that will be satis- 
factory, and at what point negotia- 
tions at 30-day conference should ter- 
minate in anticipation of asking for 
relief in a Tax Court petition. What 
concessions can be made, if any? As 
in your negotiations with the Revenue 
Agent, or in the informal conference, 
any concessions must be viewed not 
only as an admission of additional 
current tax due but with an eye to its 
effect on future years. 

The initial conference will be held 
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with an Appellate Staff Technical Ad- 
viser who acts as the Government Con- 
feree. In an unusual situation, later 
conferences may include other mem- 
bers of the Appellate Staff, a repre- 
sentative of the Regional Counsel’s 
office, or even the original Revenue 
Agent. The Technical Adviser has a 
duty to recommend a basis of settle- 
ment. His recommendations are with 
few exceptions adopted by the Appel- 
late Division. In making his recom- 
mendation, he is cognizant of the rela- 
tive strength and weaknesses of both 
the Government and the taxpayer’s 


arguments. Unlike the directions 
under which Revenue Agents are 


charged to examine returns, he is per- 
mitted to recognize the gray area be- 
tween the black and white of absolute 
correctness and error. 

If the element of compromise is nec- 
essary to arrive at a satisfactory solu- 
tion, it is customary to require your 
chent to not only agree to the amount 
of additional tax but to agree that no 
future claims for refund will be filed 
for the year or years in question. The 
same agreement Form &70 also con- 
tains a promise that the Government 
will not reopen the case. You can ap- 
preciate, therefore, the importance of 
pressing any valid claims which may 
be present for the years in dispute 
before any basis of agreement. is 
offered to the Technical Adviser. 

In an unusual such as the 
likelihood of subsequent year operat- 


case, 
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ing loss carry-backs, this agreement 
can be modified to protect the tax- 
payer’s right to obtain the benefit of 
the carry-back deduction. This sounds | 
almost like the closing agreement pro- 
vided for in the Code; actually, it is 
not a closing agreement but the next 
thing to it. 


Commissioner’s office will issue a sta-- 
tutory notice in the form of a ‘‘90-; 
day letter.’’ Your client then must 
choose between a Tax Court petition 
or payment of the tax. If he pays the} 
tax, he may still get relief by filing at 
claim for refund and in due time sue} 
in the District Court or Court of 
Claims. 


CONCLUSION 


In conelusion, the handling of a tax 
dispute before the Appellate Division’ 
involves serious responsibilities as well: 
as an outstanding opportunity for 
service. Our competence as CPAs well 
qualify us as fact finders with skills 
to evaluate evidence necessary for the 
determination of a tax liability in ad- 
ministrative hearings. Further, the 
actual conduct requires the standards 
of competence, planning, and inten} 
sive application to the same degree 
necessary in a difficult audit engage: 
ment. However, the rewards of an ex} 
cellent performance are well wortl 
the effort expended in client appre¢i 
ation and self-satisfaction. 


MINIMUM STANDARDS 
KOR MUNCIPAL AUDITS 


By E. 


AN INCREASING IMPORTANCE 


Anyone who has been keenly inter- 
sted in the business affairs of muni- 
cipal government must be pleased 
to observe the increasing attention 
being given to governmental fiscal 
dministration, including systems of 
internal control, reporting, and audit- 
ing standards. Obviously, this is of 
particular interest to accountants en- 
zaged in public practice who have 
maintained both professional and civic 
mterests in municipal government. 
Unfortunately, too many of us do not 
vive sufficient time and attention to 
che affairs of our local governments. 
Yet there are many reasons why we 
should. Consider for a moment only 
the magnitude of expenditures and 
ndebtedness. 

Expenditures of state and_ local 
rovernments in the year 1957 were 
»2 billion dollars. At the end of 1958 
iscal years the indebtedness of state 
ind local governments totaled 58 
yillion dollars, or $335.00 per capita. 
Jnquestionably, this is big business. 
{very citizen should have a keen in- 
erest in the affairs of his local govern- 
nental units, which usually are the 
nunicipality and the school; in addi- 
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tion, he should give close attention to 
the state government. Moreover, this 
interest should be something other 
than complaining about the high cost 
of government. 

Although it appears unlikely, ex- 
cept for special and isolated instances, 
that all residents of a political sub- 
division will display continuing in- 
terest in the conduct of business and 
other affairs of local government, we 
have ample evidence that more and 
more intelligent efforts are being di- 
rected to the improvement of local 
vovernment affairs. 


FORMULA FOR IMPROVED 
ADMINISTRATION 


The most necessary part of a for- 
mula for improved administration in 
local government is sincere and active 
interest on the part of the corporate 
authorities, officials, and employees, 
combined with an intelligent, active 
electorate. When such interests com- 
bine, the foundation for improved 
eovernment is well built. The tools for 
completing the building are also 
available. 

With respect to fiscal affairs, many 
of the valuable tools can be obtained 
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from the Municipal Finance Officers 
Association of the United States and 
Canada. The publications and meet- 
ings of this organization have con- 
tributed greatly to improved adminis- 
tration, fiscal practices, and pro- 
cedures. In addition, there are the 
efforts of local municipal leagues, 
civic groups, professional organiza- 
tions such as certified public account- 
ants in their state societies and com- 
mittees thereof, teachers, educators, 
and the courses offered in colleges 
and universities in public administra- 
tion. The AICPA has long had a com- 
mittee on local governmental account- 
ing. Many of you are aware of the 
book entitled ‘‘Municipal Accounting 
and Auditing’’ which was prepared 
by the National Committee on Govern- 
mental Accounting. This committee 
came into being in the 30’s and is 
composed of representatives of edu- 
cators, practicing CPAs, municipal 
officials, the National Municipal 
League, the Municipal Finance Offi- 
cers Association, the National Asso- 
ciation of Cost Accountants, and other 
similar groups. 


NATIONAL PUBLICATIONS 

The work of the National Com- 
mittee resulted in the publication of 
a series of pamphlets pertaining to 
accounting fund structure, financial 
statements, governmental principles 
and auditing standards for munici- 
palities. In 1951 revisions were made 
in some of these publications and they 
were condensed in the book entitled 
““Municipal Accounting and Audit- 
ing.’ This volume discusses the 
principles and procedures of account- 
ing, budgeting, auditing and report- 
ing for municipalities. With respect 
to municipal audit procedures, this 
book contains sections dealing with 
the following : 
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A. Suggested basis of understanding be- 
tween the municipality and the auditor. 


B. The audit procedures. 
CG. The audit report. 


! 
D. Suggested procedures for a complete 
general municipal audit. 
} 


In the section dealing with audit- } 
ing procedures, it should be noted 
that most of the attention is given to 
steps to be taken in the conduct of | 
post audits of a municipality. While > 
some reference is made to auditing | 
standards, it should be borne in mind ! 
that this subject was just beginning 
to receive a great deal of attention by 
the American Institute of Certified 
Public Accountants in its Auditing 
Procedures Committee. It is antici- 
pated that a revision of the National) 
Committee’s publication will be un- 
dertaken, probably next year. When 
this revision is undertaken, much more 
attention should be given in the publi-} 
cation to the matter of auditing 
standards, which should be stated in} 
conformity with those of the American 
Institute of CPAs adopted in 1954; 
which brings us to the relationship 
of the standards as enunciated by th 
American Institute and their effect on 
municipal auditing standards. 

It seems appropriate, at this point. 
to pose this question: are minimun 
standards for audits of municipalities 
different in any material respect fromif 
the generally accepted auditing stand! 
ards as determined by the Americar 
Institute of Certified Public Account: 
ants? A related question is, if ther 
is a difference in standards, where 
do they differ ? 


AUDITING STANDARDS 


In order to answer these question: 
properly, we need to carefully e 
amine the auditing standards af 
enunciated by the Institute in 1954 


MINIMUM 


You will recall three groups of stand- 
irds were set forth in the Institute 
pamphlet. The first of these were the 
yeneral standards, which included the 
following : 

1. The examination is to be performed 
| by a person or persons having adequate 

technical training and proficiency as 
an auditor. 

2. In all matters relating to the assign- 
| ment an independence in mental atti- 
tude is to be maintained by the auditor 
or auditors. 

3. Due professional care is to be exercised 
in the performance of the examination 
and the preparation of the report. 


The second group of standards per- 
ain to field work, and such standards 
vere stated to be: 


1. The work is to be adequately planned 
and assistants, if any, are to be prop- 
erly supervised. 

. There is to be a proper study and 
evaluation of the existing internal con- 
trol as a basis for reliance thereon and 
for the determination of the resultant 
extent of the tests to which auditing 
procedures are to be restricted. 

3. Sufficient competent evidential matter 
is to be obtained through inspection, 
observation, inquiries and confirmations 
to afford a reasonable basis for an 
opinion regarding the financial state- 
ments under examination. 


bo 


The third and last group of stand- 
rds pertain to standards of report. 
such standards were stated as follows: 


1. The report shall state whether the 
financial statements are presented in 
accordance with generally accepted 
principles of accounting. 

. The report shall state whether such 
principles have been consistently ob- 
served in the current period in relation 
to the preceding period. 

3. Informative disclosures in the financial 
statements are to be regarded as reason- 
ably adequate unless otherwise stated 
in the report. 

4. The report shall either contain an ex- 
pression of opinion regarding the 
financial statements, taken as a whole, 
or an assertion to the effect that an 
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opinion cannot be expressed. When an 
overall opinion cannot be expressed, the 
reasons therefor should be stated. In 
all eases where an auditor’s name is 
associated with financial statements the 
report should contain a clear-eut indi- 
cation of the character of the auditor’s 
examination, if any, and the degree of 
responsibility he has taken. 


SPECIAL CIRCUMSTANCES 


Now to revert to the first and second 
questions. Are there certain cireum- 
stances or conditions with respect to 
audits of municipalities which require 
standards not included in the stand- 
ards which have just been described ? 
Recognizing that others might have 
differing opinions, it appears to your 
speaker that the answer to this ques- 
tion is ‘‘no.’? Some persons may 
advance as arguments that the mini- 
mum standards for municipalities 
should include adequate knowledge of 
and familiarity with state laws and 
local laws and ordinances, the intri- 
cacies of fund accounting, appropria- 
tion ordinances and the use thereof, a 
knowledge of the requirements con- 
tained in bond covenants and trust 


indentures. Others might contend 
that the reporting standards for 


municipalities are of such a special- 
ized nature that they need special 
treatment in the development of mini- 
mum standards for audits of munici- 
palities. Illustrative of such matters 
might be the requirement for filing 
reports with several officials in addi- 
tion to the reports delivered to the 
chent, that recommendations for re- 
visions in systems and procedures 
need be made a part of the audit re- 
port, or that certain statements be 
prepared in accordance with laws or 
official regulations. A careful reading 
of the generally accepted auditing 
standards as published by the Ameri- 
can Institute should lead any reason- 


36 THE ILLINOIS CERTIFIED 
able person to the conclusion that 
these arguments are fully answered 
in the standards as adopted. If the 
independent accountant is to meet the 
eonditions set forth under general 
standards; that is, that the examina- 
tion is to be performed by a person 
or persons having adequate technical 
training and proficiency as an auditor, 
it seems to your speaker that that ac- 
countant must then equip himself by 
study of the pertinent laws, municipal 
accounting practices, including the 
proper treatment of appropriations, 
tax levies, ete., to comply with this 
standard. With respeet to covenants 
in bond ordinances and trust inden- 
tures, it seems here that there is 
nothing different than what one would 
encounter in the audit of an enter- 
prise organized for profit which had 
somewhat similar problems. With 
respect to special report requirements, 
this would be merely a special detail 
with respect to the overall standards 
of reporting, and again is a matter 
that the imdependent accountant 
should know about or become familiar 
with before undertaking the engage- 
ment. 

It is recognized that state and local 
laws in ordinances enacted by a 
municipality have an important bear- 
ing on the fiscal transactions of a 
municipahty. Further, it is recoe- 
mized that certain mandatory condi- 
tions with respect to records, internal 
control, ete., may be encountered in 
various jurisdictions. These require- 
ments may result from authority 
given to one or more state officials 
and have an important bearing on 
the audit. All of these matters are of 
great importance and the independent 
accountant must either know what 
these are or make himself acquainted 
with these conditions, either before 
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undertaking the audit or during the 
course of the audit. 

It seems appropriate, at this point, 
to consider another argument that 
might be advanced with respect to 
standards of proficiency with respect | 
to audits of municipalities. In certain} 
of our states it is necessary for CPAs, 
and in some instances accountants 
licensed to practice who are not CPAs, 
to take a special examination desicuitt 
to test the ability of the appheant in| 
governmental accounting and audit-| 
ing matters. Because such examina-| 
tions are required, it appears reason- 
able to ask the question: does the 
fact that certain states have imposed 
such restrictions indicate that stand- 
ards of proficiency for audits off 
municipalities should inelude special 
studies in governmental accountin 
and auditing and a successful comple: 
tion of an examination designed to test 
the accountant’s ability in this field‘ 
Where such conditions have been im 
posed in various states, the reasox 
advanced for the establishment 0! 
such requirements has been that the 
audit reports prepared by practicing 
accountants and the accounting sery 
ices rendered indicated that the nee 
for special training and proof 0 
ability in this specialized auditin 
and accounting field was necessary 
the public interest. Because, for man} 
vears, little attention was given to th} 
matter of municipal auditing and ac 
counting in a general way by praq 
ticing accountants, it is a fact th 
many practicing accountants diff 
know very little about this specialize} 
field. Then, as it became necessary ) 
either through laws or as a result ¢ 
pubhe demand, for the accounts ¢ 
municipalities to be audited by pra 
ticing accountants; that is, indepen 
ent CPAs and PAs, a rather larg 
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jeld of practice opened up without 
idequate preparation on the part of 
he accountants and the municipali- 
jes. And it is worth noting that this 
situation was not helped by the fact 
hat in many jurisdictions munici- 
yalities sought, and still continue to 
seek, to engage accountants on a 
vompetitive bidding basis, as if they 
vere buying coal, tires, or lumber. 
Jnfortunately, it is necessary, in order 
o fairly tell the story, to add that 
ome accountants were willing to par- 
lcipate in this plan or method of 
electing accountants. 


ISTABLISHING STANDARDS 


The purpose of this paper is not 
o explore the merits of establishing 
pecial conditions for public practice 
y accountants, particularly the ex- 
minations for practicing accountants 
ualifying them for the conduct of 
udits of municipalities and other 
deal governmental subdivisions. The 
irst standard commented upon_be- 
ore, which requires that the examina- 
ion be performed by a person or 
versons having adequate technical 
raining and proficiency as an auditor, 
learly establishes that the CPA 
hould know or learn enough about 
he type of audit to be made before 
ndertaking it to comply with this 
andard. If a state or political sub- 
ivision thereof has imposed by law 
dditional requirements, it seems that 
his is merely a way in which the 
seal authorities may provide added 
ssurance that the accountants making 
he audits meet the standard referred 
>. But if such steps or precautions 
re essential, then it would appear 
hat we should have similar laws or 
egulations covering all other spe- 
ialized fields of practice in public ac- 
ounting. It is doubtful if few of 


us would agree that a CPA should 
pass other special examinations before 
being permited to undertake audits of 
banks, savings and loan associations, 
or other specialized types of business 
enterprises. 

Another method for the establish- 
ment of appropriate standards per- 
tainmg to governmental audits, and 
in the opinion of your speaker a pref- 
erable one, has been established in 
Illinois. Audits of municipalities are 
required by state law for all except 
the smallest towns and villages. The 
law is administered by the elected 
auditor of public accounts. The mu- 
nicipal audit law also establishes a 
municipal audit advisory board which 
is composed of three practicing ac: 
countants, three puble officials, and 
three members at large, all appointed 
by the auditor of pubhe accounts. 
The municipal audit advisory board 
has established certain standards ap- 
pleable to audits and reports but is 
eviving much more of its attention to 
audit procedures and has issued sey- 
eral bulletins thereon. These pro- 
cedures have been put in pamphlet 
form and issued from time to time 
dealing with specific or general prob- 
lems and represent, to a great degree, 
a repetition of procedures outlined 
in publications of the Municipal F1- 
nance Officers Association, supple- 
mented by the experience of the 
members of the board, in order to take 
into account special conditions neces- 
sary under Illinois laws. 


THe Inumois Law 


In 1957 the General Assembly of 
Illinois enacted a law creating the 
Department of Audits, headed by an 
auditor general. The law requires 
that the auditor general be a CPA 
and further qualify by adequate ex- 
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perience to the end that the person 
selected shall have had administrative 
experience. The auditor general has 
the responsibility of causing audits 
to be made of all state agencies, that 
is, departments of the state govern- 
ment, boards, commissions, and au- 
thorities. When the auditor general 
undertook the examination of accounts 
in 1958 he requested assistance from 
the Illinois Society of Certified Public 
Accountants and also obtained the ad- 
vice and assistance of accountants 
from ten different firms to help plan 
the audit programs and to determine 
what the audits should comprehend. 
After the conclusion of all of the field 
work, when the reports were ready 
for editing and summarization, these 
accountants were given the task of 
reviewing reports, with care taken to 
see that no one reviewed audits pre- 
pared by the firm in which he was 
either a partner or employee. There- 
after, when the auditor general’s first 
report was issued, he called upon the 
same accountants to suggest improve- 
ments for the following year’s pro- 
grams. Their recommendations were 
accepted by the auditor general and 
resulted in the preparation of ‘‘In- 
structions of Independent Certified 
Puble Accountants Performing Au- 
dits of State Agencies.’’ These in- 
structions were sent by the auditor 
general to each firm (approximately 
54) that was selected to make audits 
of state agencies, boards, commissions, 
etc., during the year 1959. It is inter- 
esting to note that these general in- 
structions, which are set forth in two 
sections, start with general instruc- 
tions in Section I and deal first with 
auditing standards. The auditing 
standards specified therein are the 
generally accepted auditing standards 
published by the American Institute 


i 
of Certified Public Accountants in| 


1 


1954. The other topics included in| 
Section I are: 


A. Statutes and regulations. 
The accountant is advised of the 
statutes which are pertinent to the 
audits of state agencies and also regu- 
lations issued by the Department of 
Finance and the Legislative Audit Com- 
mission. 


B. Internal control. | 
The accountant is instructed to sur- 

vey the internal control of the agency; 
under audit, prepare two copies of| 
his initial findings with respect thereto, 
and two copies of the audit program 
based thereon, which must be submitted) 

to the auditor general in the earlyy 
stages of each engagement. | 

| 


The accountant is required to de4 
termine if a procedural audit of th 
agency was conducted by the Depart- 
ment of Finance during the period 
under review, or if an examination by 
an internal auditor has been made; 
and if such is the case, he should re- 
view the reports on such audits and 
consider these matters in determinin 
the scope of the audit program anc 
the preoedures to be applied. 


C. Procedural and internal audits. 


D. Significant deficiencies. 


If serious deficiencies or inadequat 
cies in financial controls or procedure 
or violations of statutes are noted 
during the course of an audit, the 
accountant is required to bring thes 
immediately to the attention of the 
auditor general. 

E. Prior year audit reports. 

The prior year audit reports ar 
furnished to the accountant. Recom 
mended changes in procedures or re 
ommendations following reviews of suel 
audits made by the auditor general) 
or the Legislative Audit Commissiow 
should be followed up by the accoun 
ant to see what action, if any, ha 
been taken. 


F. Special confirmations. 
This portion of the instructions deal 
with special confirmations require 


concerning transactions with othe 
state agencies. 


G. Examination of paid warrants. 


These instructions deal with pro- 
cedural matters and are merely to 
make arrangements for the use of 
one accounting firm; that is, the one 
making the examination of the records 
in the state auditor’s office, for the 
examination of paid warrants, if the 
firm selected for the audit of another 
agency has no other reason for going 
to Springfield and the engagement 
undertaken is not of sufficient size to 
warrant a special visit to Springfield 
by this firm for the purpose of exam- 
ining the warrants. In such instances 
the firm making the audit of the ree- 
ords of the auditor of public accounts 
is furnished a list of warrants to be 
examined by the accounting firm under- 
taking the audit of the particular 
agency, the examination is then made 
and the completed papers returned to 
the other accounting firm. 


H. Requirements as to paper, copies 
and signatures. 

In an effort to develop uniformity 
in the types of reports; that is, size, 
the number of copies, the time at which 
the reports shall finally be submitted, 
ete., instructions are set forth with 
respect thereto. 


I. Review of report with agency. 
The accountant is required to review 
each report with a responsible official 
| or officials of each agency before sub- 
mitting a preliminary draft of the 
report to the auditor general. 


J. Preliminary drafts. 

A preliminary draft of each report 
must be submitted to the auditor gen- 
eral as soon as possible after the field 
work on each agency is completed. 
Thereafter it may be necessary to 
confer with the auditor general, but 
if the report is acceptable as filed, 
then the accountant is notified and he 
proceeds with the preparation of the 
final report. 


Section II of the instructions is 
sntitled ‘‘ Instructions as to Form and 
Content of Report.’’ Again in an 
ffort to achieve uniformity in the 
‘eport ; that is, in the order in which 
naterial is presented, instructions to 
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accountants are furnished under the 
following captions: 


AS 
133, 
C. 


ine 


Ih. 


Title of report. 
Addressee of report. 
Form of report. 


Under this caption the report shall 
include a table of contents and such 
contents shall be described in the fol- 
lowing captions: 

Auditor’s opinion 

Principal financial statements 

Suplemental schedules and statistical 

tables 

Functions of ageney 

Books and records 

Report comments and recommenda- 

tions 


. Auditor’s opinion. 


Here it is required that the auditor 
express an unqualified opinion on the 
principal statements of the agency 
being audited or give clear-cut expla- 
nations of his qualifications or of his 
reasons for denying an opinion. 
Principal financial statements. 

Principal financial statements re- 
quired in each report are: 

1. Balance sheet for each fund or fund 
group administered by the agency. 
2. A summary of operating statements 
comparing the original appropria- 
tion with actual operating results. 
3. A summary of changes in fund equi- 
ties during the period under review. 
Supplemental schedules and statistical 
tables. 


. Functions of agency. 


The accountant is required to submit 
a brief summary of the functions per- 
formed by the agency and the statu- 
tory authorization for the agency’s 
existence shall be set forth in this see- 
tion of the report. 


. Books and records. 


Comments are to be included listing 
the books and records maintained and 
a brief description thereof. In addition, 
if the records are not adequate or do 
not comply with statutory or other 
requirements, conditions shall be noted 
and included in the report comments 
and recommendations made in respect 
thereof. 


Report comments and recommendations. 
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You will note that in these instances 
the accountants are guided by instruc- 
tions, checklists, ete., which certainly 
appears preferable to rather rigid 
statutory restrictions since the latter 
are rather inflexible and certainly 
most difficult to change as conditions 
make changes both necessary and de- 
sirable. There is no question but 
what there will be changes in the in- 
structions to accountants in future 
years by the auditor general. Some 
of these will result from experience 
gained in each year and some will 
arise from changing conditions with 
respect to agency operations or state 
laws. With respect to municipalities, 
it is interesting to note that the Mu- 
nicipal Audit Advisory Board has 
just completed the preparation of a 
rather large manual of procedures, 
which is to be made available to prac- 
ticing CPAs and to the publie officials 
of the municipalities. This manual 
is undergoing careful review by the 
Municipal Audit Advisory Board and 
the Illinois Society of CPAs. Again, 
it certainly seems most likely that 
changes will be necessary in this man- 
ual from time to time, but the proce- 
dures are such that the flexibility 
which is necessary can be achieved 
under the present system. 


AN EVALUATION 


While in the opinion of the author, 
the auditing standards set forth in 
the American Institute’s publication 
thereon concerning general standards 
and standards of field work are en- 
tirely appheable and acceptable as 
minimum audit standards for munici- 
palities, some problems arise in the 


area of reporting standards. ee 
problems arise principally because 
of questions concerning generally ae- 
cepted principles of accounting. Most 
of you know that considerable atten 
tion has been given within the pas 
few years to the matter of special 
reports; reports on not-for-profit or- 
ganizations, municipalities, hospitals, 
educational institutions, ete. Drafts) 
of material for a booklet on this sub-) 
ject have been prepared and submitted 
to various interested committees and) 
persons for review, comment and 
criticism. It is expected that out of 
these efforts will come some elarifi¥ 
cation on this subject, particularly as 
it pertains to governmental account+ 
ing. As stated earlier, what is ur- 
gently needed is a thoroughgoing re+ 
vision of the publication ‘‘ Municipal 
Auditing and Accounting.’’ Since th 
last revision of this book, municipali- 
ties have undertaken numerous activi 
ties and enterprises which are in most} 
cases the result of changing municipal) 
operations. Automobile and air trans; 
portation have created many addi- 
tional problems for municipalities. 
and as a result we have municipalities 
operating airports, off-street parking 
lots, parking meters, and municipally 
owned garages for parking of pri. 
vately owned automobiles. These mat: 
ters should be adequately dealt with} 
in the revised publication. What is 
more important is that much more 
attention should be given to the matter 
of what we are talking about today | 
that is, auditing standards, and fur: 
ther, that the principles as enunciatecl 
in the publication be revised to differ 
entiate principles and procedures. 


One of the highlights of the first 
ession of the 86th Congress was the 
nactment of P.L. 86-272! relating to 
he state taxation of income from 
nterstate commerce. Many did not 
xpect enactment of federal legisla- 
ion during 1959 as a result of the cur- 
ent Northwestern States and Stock- 
cam Valves cases.2 However, within 
ss than seven months from the time 
he decision was rendered by the Su- 
yreme Court, the President had signed 
, bill which may be said to nullify 
ubstantially the disturbing dictum 
et forth in the decision. Although 
ome of the provisions of the new law 
nay not completely satisfy a number 
f taxpayers, its enactment should be 
regarded as a legislative achievement. 


NWEGISLATIVE BACKGROUND 


One of the reasons for the passage 
f P.L. 86-272 was the amount of legis- 
ative interest demonstrated by a large 
1umber of citizens. Members of Con- 
rress stated that their mail on this 
(uestion was second in volume only 
o that received on the emotionally 
harged issue of labor legislation. 


m5 Ui. Ss. ©; A..381. 

2 Northwestern States Portland Cement Co. v. 
Tinnesota and Williams v. Stockham Valves and 
Mttings, Inc. 350 U. S. 534, 79 S. Ct. 383 (Feb- 
uary 24, 1959). 


TAX COMMENTS 


Conducted by the Committee on Taxation of the 
Illinois Society of Certified Public Accountants 


THE ANSWER OF CONGRESS TO THE PROBLEM OF STATE 
TAXATION OF INCOME FROM INTERSTATE COMMERCE 


Hearings were held by the Senate 
Select Committee on Small Business 
to gather material to study the prob- 
lem of state taxation of income aris- 
ing from interstate commerce raised 
by the cases. At the first hearing held 
on April 8, twenty-five persons, rep- 
resenting a variety of interests, made 
prepared statements bearing on the 
problem. A second hearing was held 
by the same committee in Boston on 
May 1 at which twenty-six additional 
witnesses submitted statements. More 
mail was received on the subject of 
the Northwestern States and Stock- 
ham Valves cases than on any other 
matter since the inception of the con- 
eressional committee submitted its re- 
port recommending (1) establishment 
of standards for testing the authority 
of states to tax outside business and 
(2) the establishment of a commission 
to study all phases of the problem of 
the state taxation of interstate com- 
merce. 

The Senate Finance Committee held 
hearings on July 21 and July 22 on 
S, 2213, §. 2281, and S.J. Res. 118, all 
of which related directly to the prob- 
lem. Forty-six statements were sub- 
mitted presenting both sides of the 
question and eighty-one telegrams and 
letters were included in the committee 
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report. The testimony disclosed grave 
concern by both the large and small 
taxpayer shipping goods to other 
states for, under the existing deci- 
sions, income tax lability could result 
in a foreign state by delivery alone. 
The Senate Finance Committee sub- 
mitted its report with draft legisla- 
tion on August 11. 


Two PROPOSALS 


As a result of the wide publicity 
given the matter, eleven bills were 
introduced in Congress during June, 
July, and August. Two different ap- 
proaches were presented in the two 
bills. The bill reported by the House 
Judiciary Committee, and originally 
approved by the House, provided that 
taxation of the income of a business 
engaged in interstate commerce was 
forbidden unless the business also en- 
gaged in certain activities, including 
maintenance of an office, salable in- 
ventory, a warehouse, or other place 
of business in the taxing state. Activi- 
ties also included the maintenance of 
an officer, agent, or representative in 
the state. In substance it provided 
that income of interstate commerce 
was free from state taxation under 
certain conditions. The rendition of 
services alone would not result in sub- 
jecting a concern to income tax. The 
House bill was essentially a stop-gap 
measure and provided for Congres- 
sional Committees to study the prob- 
lem in hope of a fair and permanent 
solution. 

The Senate bill approached the 
problem in a different manner. It 
provided that no state would have the 
power to impose a tax on business net 
income derived from the sale of tan- 
gible personal property in interstate 
commerce if the only business activity 
was either or both (1) the solicitation 


of orders accepted to be filled from 
without the state or (2) the solicitas 
tion of orders for the benefit of a cus 
tomer of the solicitor and the orders 
are accepted and filled from withow 
the state. The Senate bill containec 
a more specific treatment of dealing: 
through an independent contractor by 
providing that an out-of-state busi 
ness would not be considered to be 
conducting business activities within 
the state by reason of solicitation 0} 
orders or sales in that state by ai 
independent contractor on its behalt 

The Senate passed this bill on Anuj 
eust 20. The House, upon receiving 
the Senate bill, eliminated all but the 
enacting elause and substituted the 
revised bill of the House Judiciary 
Committee. The bill then went to con 
ference and the Conference Committe 
reported on September 1. 

The conference report indicated 
that a clarifying amendment to thi 
Senate bill was inserted to make cer 
tain that the maintenance of an offic 
by an independent contractor withn 
the State would not subject out-of 
state business to income taxation. Thi 
House conferees considered it mor# 
appropriate to accept the languag 
relating to the minimum. activitie: 
approach as it appeared in Title I o 
the Senate bill. The conference repor} 
also stated that due to the complexity 
of the issues a study of the entire prob} 
lem was desirable with a view toward 
the enactment of appropriate legisl 
tion by the Congress. The Senate bi 
provided for such a study by an inl 
dependent commission whereas th 
House bill provided that the stud: 
was to be made by Congress itsel 
The latter provision was incorporate 
into the final draft which was signe 
into law by the President on Septe 
ber 14, 1959. 


| A number of reasons may explain 
ne swift passage of P.L. 86-272. The 
road language of the court in the 
forthwestern States and Stockham 
‘alves decision, when considered by 
oe small business man, affected a 
arge number of taxpayers. It put 
oubt in the minds of many about 
tate income tax liability arising from 
he smallest activity in a foreign state. 
‘or the first a substantial burden of 
ompliance was placed upon many 
axpayers. The small business man 
requently did not have available the 
ccounting data necessary to comply 
vith foreign state income tax laws, nor 
id he have an understanding of the 
‘aried laws involved. The government 
ienefited from passage of the law be- 
ause frequently the cost of compli- 
nce by small taxpayers substantially 
xceeds the state tax liability. In 
uch cases the federal government 
uffers a net revenue loss. 


PROVISIONS OF THE NEw Law 


| P.L. 86-272 is composed of Title I, 
stablishing the minimum standard 
or state taxation of interstate com- 
aerce, and Title II, providing for a 
tudy and report by the Committee of 
he Judiciary of the House and the 
‘iInance Committee of the Senate be- 
ore July 1, 1961. 

Section 101(a), the first section 
inder Title I, provides that no state 
hall have the power to impose a net 
ncome tax on income derived within 
_ state by a person from interstate 
ommerce if the only business activi- 
ies within such state are (1) solici- 
ation of orders of tangible personal 
roperty which are sent outside of 
he state for approval and are shipped 
rom a point outside and (2) solicita- 
ion is in the name of or for the benefit 
f a prospective customer if orders 
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by the customer enable the solicitor to 
fill orders described in (1) Section 
101(b) establishes the rule that the 
limitation of the power to tax does not 
extend to corporations incorporated 
under the laws of a particular state or 
to any individual who is domiciled in 
or a resident thereof. Section 101(c) 
states for the purpose of subsection 
(a) that a person shall not be con- 
sidered as having engaged in business 
activities within a state merely by 
reason of sales, or the solicitation of 
orders of tangible personal property 
on behalf of such person by one or 
more independent contractors, or by 
reason of the maintenance of an office 
by one or more independent contrac- 
tors whose activities on behalf of such 
person consist solely of making sales 
or solicting orders for the sale of tan- 
gible personal property. Section 
101(d) defines an independent con- 
tractor and provides the term ‘‘rep- 
resentative’? is not an independent 
contractor. 

Section 102 states the effective date 
of the law and provides a limitation 
of the power of the states to assess tax 
prohibited by Section 101 for taxable 
years ending before the date of ap- 
proval of the bill. Section 103 defines 
‘net income tax’’ and Section 104 
contains the usual savings clause 
which provides that if one section of 
the law fails, others will not auto- 
matically fail. 


AN 


In essence, for the first time in our 
history, a federal law establishes a 
limit for states to tax income derived 
from interstate commerce. P.L. 86-272 
establishes the rule that if the only 
business activity carried on in a state 
is solicitation, such state may not im- 
pose an income tax on the income de- 


INTERPRETATION 
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rived therefrom. The word in the law 
that seems most likely to attract judi- 
cial attention is ‘‘solicitation.’’ Does 
this word have reference only to the 
activities of the itinerant drummer, 
or can it be extended substantially be- 
yond his activity? If one turn to the 
legislative intent, a definite answer is 
not found. It can be argued the Tal- 
madge Amendment would preclude 
the use of an office. The following 


language, appearing after Section 
101(a)(2) was removed by that 
amendment: 


(3) the maintenance and operation by 
such person, or by his representative, 
in such state of an office the primary 
purpose and use of which is to serve 
representatives of such person who 
are engaged in the solicitation of 
orders described in paragraph (1) 
or (2), or both, and to receive, proc- 
ess and forward such orders. 


It is submitted the above language 
does not cover an office used solely for 
solicitation. The large taxpayer can 
become the subject of discrimination 
if its income is taxed because of the 
use of an office to supervise efficiently 
a large sales force. This is so because 
the small taxpayer can function with 
a single salesman without an_ office 
and not be subject to tax. 

Some have asked the question 
whether the so-called rule of exclusion 
when apphed to the new law will per- 
mit the states to enlarge the field 
within which their income taxes may 
be imposed. This would follow on the 
theory that, Congress having specified 
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activities which cannot be taxed, has 
given implicit consent to their taxa- 
tion of all other activities. The answer! 
to this question is found in the Senate 
Report which states the bill does not) 
give the states any power to tax in+ 
come derived from interstate com- 
merce and the power of the states in 
this respect will be determined with 
no inference from the bill. 


CONCLUSIONS 

What is certain is that Congress has 
accepted the minimum activities ap- 
proach in limiting the states’ power| 
to tax income derived from interstate 
commerce. It has specifically over- 
ruled by legislation the Touisian 
eases of Brown-Forman Distillers? 
and International Shoe Co.4 wherein 
tax hability existed in a fact situatiox 
which included only salesmen in the 
state without other business activity 
of any kind. 

The wide general interest shown i 
the problem of such taxation of inter-+ 
state commerce and the legislative dis- 
patch exhibited by Congress shoul 
certainly be characterized as note} 
worthy. It is hoped comparable in4 
terest will be displayed in connectio 
with the general study of the prob4 
lem scheduled for consideration in the 
months ahead. 

8Brown-Forman Dist'lers Corp. v. Collector of 
Revenue, 101 So. 2d 70 Certiorari denied by U.§.: 
Supreme Court 79 S. Ct. 602 (March 2, 1959). 


4 International Shoe Co. v. Fontenot, 359 U.S! 
984, 79 S. Ct. 943 (May 4, 1959). 


_ Today’s independent certified pub- 
jie accountants are accustomed to the 
Jemands of a modern economy for a 
wide variety of services. These serv- 
ces range from audits of small man- 
afacturing companies to the broad 
implications of formulating the plans 
and implementing the installation of 
slectronic data-processing equipment 
for large corporations. The account- 
ant may be engaged in preparing the 
simplest type of personal income tax 
return any given day and on the next 
day be engaged in the intricate prob- 
lems of tax planning. 

In the majority of his audit en- 
gagements the auditor has clearly 
marked standards for the performance 
of his work. His education, training, 
and experience have equipped him to 
perform the requisite field work and 
to render a report in accordance with 
the highest professional standards. 
When specialized audit services are 
required, his background of account- 
ing training and his familiarity with 
the ‘‘audit trail’’ provide an excellent 
foundation for the successful conclu- 
sion of the field work. Then comes 
the time to report. Here the guide- 
posts are not so clearly marked and 
the CPA finds he must render a “‘spe- 
sial purpose’’ report, one in which the 
financial statements may not conform 


REPORTS ON EXAMINATION 
QF PERSONAL ACCOUNTS 


By W. R. Custmmano 


to “‘generally 
principles. ’’ 


accepted accounting 


PROBLEMS IN REPORTING 


Special-purpose audit reports have 
caused a great deal of concern to the 
independent certified public account- 
ant because the variety of such re- 
ports is virtually limitless. It is gen- 
erally recognized that the standard 
short-form report is intended pri- 
marily for reporting on examinations 
of business enterprises organized for 
profit and frequently is not appro- 
priate for use in special-purpose re- 
ports. Strides to bridge this impor- 
tant gap were made by the Committee 
on Auditing Procedures of American 
Institute of Certified Public Account- 
ants when it issued, in 1957, State- 
ment No. 28. The purposes of the 
statement were: 

a) To provide a basis for differentiating 
between reports for which the wording 
of the usual short-form opinion or cer- 
tificate (whether used in a short-form 
or long-form report) is appropriate 
and reports for which special wording 
in the opinion or certificate seems to 
be necessary. 

b) To clarify the applicability of gen- 
erally accepted auditing standards to 
such special reports. 


Much of the literature, discussions, 
and studies on special-purpose reports 


SS 
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Illinois. Currently, he is serving as Vice-Chairman of the Admissions Com- 


mittee of the Society. 


4 


46 THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT 


has been directed toward non-profit 
organizations such as hospitals, educa- 
tional institutions, and municipali- 
ties, because this type of organiza- 
tion has increased greatly in both 
size and importance in recent years 
and because its accounting problems 
differ significantly from those of cor- 
porations organized for profit. 


Userun REecorps AND REPORTS 


On the other hand, less attention has 
been directed by the accounting pro- 
fession toward reports on examination 
of personal accounts of individuals. 
This type of service usually arises for 
individuals or families of consider- 
able wealth and with diversified fi- 
nancial interests. These individuals 
often employ an agent to care for and 
to administer their holdings. An ex- 
amination by a certified pubhe ae- 
countant is often made at the request 
of the principal or the agent himself 
in order to afford evidence of proper 
fiduciary responsibility. 

The records in such cases are usu- 
ally well-maintained and internal con- 
trol, both physical and book, may be 
satisfactory. The assets may include 
securities, real estate investments, 
producing oil wells, mining proper- 
ties, miscellaneous receivables, and 
cash. Incoming cash receipts are us- 
ually by check, and disbursements 
are normally adequately supported. 
Therefore, normal audit procedures 
can be used. Liabilities are usually 
minor in amount except for income 
and other taxes. However, from this 
point of initial similarities various 
characteristics peculiar to this type of 
examination appear which distinguish 
it from the more frequently encoun- 
tered types of audits. 

An important distinguishing fea- 
ture between the individual and the 


{ 
{ 


non-profit organizations for which) 
many special-purpose reports are in- 
tended is the income tax consideration. | 
Non-profit organizations usually have} 
no income tax problems because of 
their tax-exempt status, whereas indi-} 
viduals who require specialized audit 
services usually have considerable in- 
come and the income tax problems are} 
of great concern to them. Because of! 
the impelling tax considerations the 
accounting records and procedures 
will usually be maintained on a basis 
acceptable for income tax purposes. | 
Depending upon the extent and diver- 
sity of his financial interest, an indi- 
vidual’s records may be maintained 
on a pure cash basis, modified cash| 
basis, or a hybrid basis. Because of} 
this, considerable resourcefulness is 
required of the auditor to describe 
adequately the scope of his examina- 
tion. 


| 
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SCOPE OF THE EXAMINATION 


A good starting point would be to 
determine the purpose of the exam1- 
nation. As stated before, one purpose 
of the examination may be to satisfy) 
the principal and agent as to the 
latter’s proper discharge of the lat- 
ter’s fiduciary responsibility. Finan- 
cial statements that show inventories 
of the assets and changes therein as 
administered under the agent’s con- 
trol, related income that should have 
been received, and authorized dis- 
bursements, will accomplish this pur- 
pose. 


The question of what financial state- 
ments are likely to be most useful 
to the individual should also be con- 
sidered. Among the items the state- 
ments may furnish are the following :| 


1. Income tax basis of assets. 
2. Market value of assets. 
3. Income tax liability. 


4. Other liabilities. 
‘5. Taxable and non-taxable income. 


6. Deductible and non-deductible expenses 
for tax purposes. 

. Sources of income 
dends, ete. 


8. Lists of personal expenses. 


capital gains, divi- 


In order to present for the guidance 
f the individual any or all of these 
iformative items, together with the 
ancial statements best suited for 
e use of the agent, discernment and 
dgment on the part of the account- 
t must be exercised. To prepare 
ancial statements based upon item 
or 2 above, for example, would not 
ecessarily ‘‘present fairly the fi- 
ancial position’’ at a given date. To 
eport income based upon item 5 
r 6 would not necessarily ‘‘present 
irly the results of operations for the 
eriod.”’ 


LCCOUNTING MetrHops 


Although the income tax basis may 
ot be a generally accepted way of 
‘ating assets in financial statements, 
does provide a useful and practical 
asis. In deciding whether or not cer- 
ain assets should be sold or held, one 
1ust know the tax basis of such assets 
nd having this information on fi- 
ancial statements can be extremely 
seful to the client. 

Assets carried on the income tax 
asis may be at cost as to those ac- 
uired by purchase, at values estab- 
shed for Federal estate tax purposes 
; to those acquired by bequest, or at 
onor’s basis as to those acquired by 
it. 

Stating assets at current or market 
alue might have great advantages if 

were practicable. However, it may 
> too difficult and costly to obtain 
irent values for such assets as real 
‘tate, interests in mineral deposits, 
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and certain types of personal prop- 
erty, to be feasible. It is generally 
both practical and desirable to show 
in the statements the quoted market 
value of marketable securities. This 
can be done by reflecting the securi- 
ties at the tax basis with the quoted 
market value shown parenthetically. 

An individual’s income may be 
derived from interest and dividends 
on securities owned, distributions from 
trusts, royalties from mineral inter- 
ests, and income from sundry business 
ventures. His expenses may be at- 
tributed to the management of his 
business affairs, may be personal in 
nature, or may be a combination of 
both. The statement of income and 
expenses would be more meaningful if 
the statement were presented to show 
under separate captions taxable and 
nontaxable income, and expenses re- 
lating to income-producing properties 
and personal expenses. 

It is generally practical, however, 
to make an examination of accounts 
relating to business investments of the 
individual, which are maintained at 
a certain location or by an agent. Be- 
cause of the income tax implications, 
such records are usually maintained 
in good order, making an audit fea- 
sible. 


ACCOUNTANT’S OPINION 
Examination of cash transactions 
only when confined to certain well- 
defined funds or bank accounts should 
not present any serious problems in 
defining the scope of the examination 
and in expressing an opinion as to the 
fairness of such statement. An ex- 
ample of a report that may be appro- 
priate follows: 
We have examined your statement of 
cash receipts and disbursements for the 


year ended December 31, 19.... which is 
based on cash transactions recorded in 
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your general accounting records maintained 
by your agent, Blank Corporation. Our 
examination was made in accordance with 
generally accepted auditing standards, and 
accordingly included such tests of the 
accounting records and such other auditing 
procedures as we considered necessary in 
the circumstances. 

In our opinion, the accompanying state- 
ment presents fairly such of your cash 
receipts and disbursements for the year 
ended December 31, 19.... as are recorded 
in your general accounting records main- 
tained by your agent, Blank Corporation. 


Examinations limited to assets and 
liabilities arising from cash transac- 
tions maintained at a certain location 
or by an agent, although a little more 
involved than an examination of cash 
transactions only, again should pre- 
sent no serious problem. It is impor- 
tant, however, that the accountant 
clearly define the scope of his exami- 
nation. He should disclose significant 
omissions of assets or liabilities or 
other matters that may have an im- 
portant bearing on the financial state- 
ments, even though they do not come 
under the scope of the examination. 


As mentioned previously the ac- 
counting records are usually main- 


tained on a basis acceptable for tax 
purposes. The auditor may find any 
of the following situations : 


1. Accounts maintained on 
and disbursements basis. 


cash reecipts 


bo 


Accounts maintained on a modified cash 
basis. 


qo 


Accounts maintained on an acerual 
basis. 


On whichever basis the accounts are 
maintained, the auditor may be asked : 


a) To include all expenditures, personal 
and otherwise. 


b) To limit his examination to records 
maintained at a certain location or by 
an agent of the individual. 

The feasibility of making an exami- 

nation of financial statements on which 


an opinion can be expressed will de} 
pend on the adequacy of the records 
to be examined. It would be extremel} 
difficult, if not impossible, to make ar 
examination of all assets and labily 
ties and related transactions of an in| 
dividual because of general lack oj 
adequate records, especially as relat? 
ing to expenditures of a personal na | 
ture, such as individual residence; 
household furnishings, art objects anc; 
jewelry, recreation, etc. Also, most 0} 
these non-business assets were pur 
chased to fit the needs and persona 
taste of the individual and in ali 
probability would not fit the needs 01) 
others; therefore, resale (or market | 
value would be substantially less thar 
original cost. Liabilities relating te 
personal expenditures would be dif | 
eult to determine. Under such circum | 
stances, it seldom is practical to make 
an examination in which an opiniol 
can be expressed under the stipula 
tions imposed by item (a) describec) 
above. 

An example of a report that may 
be appropriate where no qualification: 
are necessary follows 


—o 


1 


We have examined your statement 07} 
assets and liabilities as of December 31 
19.... and the related statement of revenue} 
expenses, and capital account for the yea} 
then ended, which are based on cash trans 
actions recorded in your general account 
ing records maintained by your agen 
Blank Corporation. Our examination wail 
made in accordance with generally ac} 
cepted auditing standards and accordingh 
included such tests of the accounting ree} 
ords mentioned above and such other audits 
ing procedures as we considered | 
in the circumstances. 

In our opinion, the accompanying statel 
ments present fairly such of your asset: 
and liabilities at December 31, 19.... and 
revenues, expenses, and changes in capita 
account for the year then ended as aros 
directly from cash transactions recorde 
in your general accounting records main 
tained by your agent Blank Corporation 


on a basis consistent with that of the pre- 
ceding year. 


_ An examination of records main- 
ained on a modified cash basis or other 
hybrid basis is generally more difficult. 
The basis of accounting should be 
described in more specific terms than 
in reports where records are main- 
ained on an accrual or ‘‘pure cash 
basis.”’ 

_ Hybrid bases of accounting gener- 
ally arise from the desire of indi- 
iduals to maintain the records on a 
tax basis. Assets may be carried at 
ost or other tax basis. Liabilities may 
be recorded only as they relate to 
borrowings for acquiring income- 
roducing assets or for accruals allow- 
able for tax purposes. Provisionary 
charges for depreciation, depletion, 
nd amortization are generally made 
nly on income-producing assets and 
in amounts allowable for income tax. 
Income may be reported on the cash 
or instalment basis. Therefore, the 
assets may be carried at values that do 
not purport to represent current or 
realizable values. 

An example of a report that may 
be appropriate follows: 

We have examined your statement of 
assets and liabilities as of December 31, 
19.... and the related statement of income, 
expenses, and capital account for the year 
then ended, which are based on transac- 
tions recorded in your general accounting 
records maintained by your agent, Blank 
Corporation. Our examination was made 
in accordance with generally accepted au- 
diting standards and accordingly included 
such tests of the accounting records as 
we considered necessary in the circum- 
stances. 

The accounts are maintained on the cash 
receipts and disbursement basis except for 
provisionary charges for depreciation, de- 
pletion, and amortization of income-pro- 
ducing assets and for income taxes. Securi- 


ties owned are carried at values that do 
not purport to represent current or realiz- 
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able values (see Notes ............ to Exhibit 
A for basis of valuation). 

In our opinion, the accompanying state- 
ments present fairly such of your assets 
and habilities at December 31, 19— and 
income, expenses, and changes in capital 
account for the year then ended as arose 
from transactions recorded in your gen- 
eral accounting records maintained by your 
agent, Blank Corporation, on the basis 
indicated in the preceding paragraph, 
which basis is consistent with that of the 
preceding year. 


In comparing the wording of the 
examples of reports given in this paper 
with the standard short-form report, 
you will note the examples omit any 
reference concerning conformance of 
the financial statements with ‘‘gen- 
erally accepted accounting principles”’ 
and omit any statement that they 
‘‘present fairly the financial position 
and results of operations. ”’ 

Financial statements that do not in- 
clude all the assets and labilities and 
related income and expenses do not 
purport to present financial position 
and results of operations. The three 
examples of reports given herein are 
based on examination of only a por- 
tion of the assets and liabilities of an 
individual; therefore, the financial 
statements do not present fairly the 
financial position or results of opera- 
tions. 


ACCOUNTING PRINCIPLES 


The financial position indicated im 
an audit report imples conformance 
with ‘‘generally accepted accounting 
principles.’’ What is meant by ac- 
counting principles? The committee 
on terminology of the American Insti- 
tute of Certified Public Accountants 
has defined ‘‘principle’’ as used in 
accounting as follows: 

Initially, accounting postulates are de- 
rived from experience and reason; after 
postulates so derived have proven useful, 
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they become accepted as principles of ac- business—to make a profit and inl 
counting. When this acceptance is suffi- ¢pease earnings or spendable income 
ciently wide-spread, they become a part Within relatively hae years se ma} 
‘ea eemat ae lah pie a esc become an accepted practice for ali 
a ae individual to keep his records on th 
Most of the generally accepted yyoqified basis—providing for depr 
accounting principles have been di-  Giation, ete., on his income-producins 
rected toward the accounting of busi- a ccets providing for his potential | 
ness enterprises organized for profit. 4. vat unsustained losses, ete., and i) 
In recent years generally accepted ac-  ofrect maintaining his records as if 
counting principles have been clearly  ;pey pertained to a business propri: 
defined for some nonprofit organiza- etorship. When such postulates hav! 
tions such as municipalities and edu- proven useful and appeal to reason | 
cational institutions that follow ac- fopm of opinion reflecting the ‘gen 
counting practices differing in some erally accepted practice’? may evolvd 
respects from those followed by busi- The accounting profession shoul 
nesses organized for profit. direct additional attention toward de 
To compare the individual to the velopment of accounting principle} 
non-profit organization in this discus- for personal accounts of individual 
sion was not the intended objective. so that more uniformity can be ol 
In more respects than not the goal of tained in presenting financial state 
the individual is like the ‘‘profit-type’’ ments of individuals. 


ACCOUNTING REPORTS 
Accounting statements tell of the accountability of corporate managemer) 
for property placed under their control by third parties; of their respons 
bility for the proper use of money borrowed under a hability ; for the cost 
incurred and the dividends declared. Accounting information also affords 
basis for determining governmental revenue—property taxes, excise taxe 
income taxes. Clearly accounting is an important means of communicati 
in modern industrial society. To serve this purpose well, accounting info 
mation must be skillfully compressed out of a mass of facts; it must 
dependably factual, informative and reliable. To this end auditing (interne 
and external) puts transactions and classification under critical serutiny f 
authenticity and relevance, Authenticity establishes the reliability of account 
as affected by the nature of the transaction. Relevancy establishes the account 
as trustworthily informative because the originating transactions are know: 
to refer to this enterprise, to belong in the accounts where they are entere 
and to apply to the fiscal periods as reported in the accounting statements. 


Y fn . 
AO Lirrieton, Structure of Accounting Theory 


IDEAS FOR THE 
LOCAL PRACTITIONER 


Conducted by the Committee on Local Practitioners of 
The Illinois Society of Certified Public Accountants 


A SIMPLIFIED SYSTEM OF INDEXING WORKING PAPERS 


T 
i 


| Most local practitioners are so occupied with their daily work that they 
‘ave little opportunity to do office procedure planning for their own office. 
tecognizing this condition to exist, the Local Practitioners Committee has 
sked their colleagues to share certain tested office procedures with the entire 
ociety membership. The following paragraphs describe one such procedure.! 
A good simplified uniform index method for working papers can be an 
: 


xcellent time saver in that one can frequently locate the schedule desired 
uickly without first referring to the index sheet of the work papers. 

Here is a very simple system in which the initial of the major classifica- 
ions, in general, suggests the index letter: 


A—Acgreements, minutes, ete. 

C—Current Assets 

D—Deferred charges and prepaid expenses 
F—Fixed assets 

G—General (Other) assets 

L—Liabilities 

LT—Long term habilities 

N—Net worth 

R—Revenue 


X—Expenses 
) Z—Miscellaneous 


For permanent file classifications the letter P is placed before the index 
etter. Thus PD would indicate a deferred charge schedule found in the 
vermanent file. 

Sub indexing is accomplished by placing a number after the major classi- 
ication letter. Thus a sub-breakdown for current assets might take somewhat 
he following form: 


@ulito-O.9 Cash 

CalORoLCr9 Accounts Receivable 
G20 to © 29 Notes Receivable 
CE305to C239 Inventories 


1This procedure was suggested by Robert Heinsimer & Oo., Chicago, Illinois. 


Ce 


Robert Heinsimer, Leo L. Kaner, and Russell G. Patchak, all practitioners 
in Ghicago, Illinois, prepared the comments for this issue. All are cur- 
rently members of the Illinois Society’s Local Practitioners Committee. 
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While prepaid expenses are generally classified as current assets, it 
suggested that for the purposes of indexing only, that prepaid expenses 
given index numbers D 1 to D 20. 

For permanent file indexing a similar use of letters and numbers may | 
employed. For example, the net worth section of the permanent file may j 
indexed somewhat as follows: 


PNG ston eN«9 Capital stock—common 

PN 710) to BN 19 Capital stock—preferred 

PN 20 to PN 29 Paid in surplus 

PN 30 to PN 39 Appropriated surplus 
PN 40 to PN 49 Earned Surplus 


The advantages of the foregoing system are that it gives uniformity | 
indexing the working papers, aids in locating papers frequently witho } 
reference to the index itself, and the letters to be used are easily memorize 

If the client has a good system of numbering accounts the indexing syste; 
above mentioned for letters adapts itself very well utilizing the client 
numbering system to the schedules. Assume a client’s numbering system f¢ 
cash consists of the following accounts: 


Account No. Name | 


i Petty Cash 
2 A Bank 
S B Bank 


Your schedule numbers could correspond. The schedule numbers for indexit 
would be: 


Schedule No. Name 
Ch Petty Cash 
G2 A Bank 
Oe B Bank 


INVENTORY 


he 
CALENDAR—FISCAL—PROBATE 
COURT—SALES—FIRE 


Now available in 13 Midwestern States, Pennsylvania and New York. 


We are an independent inventory servyice—usine only trained in- 


ventory personnel, specializing in the retail business field. 


Over 2600 satisfied accounts and in all probability, we may be servie- 


ing one or more of your accounts at the present time. 


We are not an accounting or calculating service, owr service is limited 
to the taking of a physical inventory, itemized or non-itemized depend- 
ing on the circumstances for which it is needed. 


Guaranteed Accuracy—the following is a list of the various accounts 


we are now servicing. 


Drug Stores 
Hospitals 
Photographic 
Grocery Supermarts 
Stationery 

Variety & Novelty 


Clothing—all types 
Shoe 

Hardware 

Liquor 

Cigar 

Appliance 


For further information phone collect or write. 


Inventory Is Our Business 


MANGINI & 


ASSOCIATES, INC. 


Over 20 Years of Inventory Service 


800 W. NORTH AVENUE 


MOHAWK 4-4720 CHICAGO 22, ILLINOIS 


+ + + + H FH 


Ask for Brochures 
on any of these 
STATISTICAL 

Services 


Sales Analysis 
Inventories 


Accounts Receivable 
and Payable 


General Accounting 
Production Planning 
Payroll 

Association Statistics 
Insurance Accounting 


Market Research 
Tabulations 


Electronic Computer 
Service 
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Let STATISTICAL’S 


DATA-PROCESSING 
SERVICE 


Help Your Clients AUTOMATE 
To Keep Their Records UP-TO-DATE 


Your clients don’t have to be “BIG” to take 
advantage of the latest punched card tabu- 
lating techniques to save time and money. 

STATISTICAL makes it possible for any com- 
pany to get data-processing benefits without 
investing in additional equipment or person- 
nel. This service provides all reports needed 
on a low-cost, pay-as-used basis. 

For your clients who have tabulating de- 
partments, STATISTICAL’S facilities are avail- 
able to cut costs in handling overloads, con- 


_ versions or other special assignments. 


Our methods engineers are ready to work 


with you in applying automatic techniques 
for your clients. 


Facilities at STATISTICAL include IBM 650 


computers which open up new avenues of 
cost control to management. 


Just write or phone HArrison 7-4500 


TABULATING CORPORATION 


Established 1933 


TABULATING CALCULATING TYPING 
TEMPORARY OFFICE PERSONNEL 


53 W. Jackson Blud., Chicago 4, Ill. 
Phone HArrison 7-4500 


CHICAGO ° NEW YORK O ST. LOUIS ° 
CLEVELAND ° LOS ANGELES ° 
SAN FRANCISCO ie 
PHILADELPHIA . 


NEWARK 
KANSAS CITY 
MILWAUKEE 

PALO ALTO . VAN NUYS 


